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The Role of Multilateral Lending 


Institutions in the Development Process 
l Anne O. Krueger* 


he 1980s are a turning point for the multilateral lending institutions. 

The progress and differentiation of developing countries, international 

debt difficulties, and the unwillingness or inability of the United States 

to provide its historic leadership for these institutions have raised a 
series of important questions about their future role in the international economy. 
Their future contribution to the growth of developing countries will depend, in 
large part, on achieving a consensus as to their role in an altered international 
economic environment and then gaining adequate political support for them to 
carry out that role. 

Achieving an intellectual understanding of the issues raised in an altered 
environment will be an important step in resolving those questions and reaching 
a consensus. As a contribution toward that understanding, this article addresses 
that topic. It starts with an evaluation of the analytical underpinnings of the 
formation and early activities of the multilateral lending institutions and then 
briefly considers their evolution and contributions to the international economy 
in the years prior to the 1980s. Thereafter, it notes the changes in the interna- 
tional economy and in our understanding of the development process. Next, it 
addresses the issues that must be resolved for a clear mandate for multilateral 
lencing institutions. Finally, the article considers issues pertaining to the divi- 
sion of functions between the global institutions, on the one hand, and between 
the World Bank and the regional development banks, on the other. 


Founding of the International Institutions 


It is well known that the Bretton Woods institutions were conceived, and 
provided with their charters, as part of the attempt to structure the postwar 
world in ways conducive to avoiding both the economic and political disasters 
of the 1930s and early 1940s. Partly because it was wartime and partly because 








* Arts and Sciences Professor of Economics, Duke University. The author is grateful for helpful comments and 
suggestions from Armeane Choksi, Kemal Dervis, David Finch, Allan Meltzer, Constantine Michalopoulos, Sarath 
Rajapatirana and Ernest Stern. Needless to say, they do not necessarily agree with the conclusions herein. 
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British and American influences were predominant, the architects of the Bretton 
Woods institutions were largely technocrats, of whom the most famous was Lord 
Keynes.! Thus, the analytical underpinnings of these institutions were far more 
clear-cut, and more clearly articulated, than they would have been had they been 
entirely the result of a political compromise among the interested parties. 

The initial conception was straightforward: there had been three “failures” 
of the international economy, two by governments and one by markets, that had 
contributed to the Great Depression. Competitive devaluations by governments 
had undermined financial stability; governments’ “beggar-thy- neighbor” trade 
policies had con-ributed to rapidly shrinking trade volumes with associated defla- 
tionary pressures on all trading nations; and private international capital flows 
were seen to have been “destabilizing” and thus to have intensified the depres- 
. sion before they all but disappeared.? The architects at Bretton Woods designed 
the three institutions to prevent a recurrence of these failures. On the monetary 
side, they concluded that an institution was needed which would prevent com- 
petitive devaluations, but which would oversee and permit changes in fixed ex- 
change rates rather than forcing countries to undergo prolonged periods of reces- 
sion or depression. On the trade side, they created an international institution 
to provide a legal basis for an open multilateral trading system, prevent dis- 
crimination among countries in trade and simultaneously encourage negotiations 
for reductions :n tariffs.? 

To compensate for the absence of a well-functioning private international 
capital market, the architects of the Bretton Woods system wrote the charter 
for the International Bank for Reconstruction and Development (IBRD), which 
was to serve as a multilateral long-term lending institution to provide capital 





1. The three institutions as initially conceived were: the International Monetary Fund (IMF), the International 
Trade Organization (ITO) and the International Bank for Reconstruction and Development (BRD). The charter 
for the ITO was not ratified by the U.S. Senate and the General Agreement on Tariffs and Trade (GATT) was 
founded instead. See below for a description of the evolution of the IBRD into the World Bank Group, which in- 
cludes the IBRD, the International Development Association (IDA) and the International Finance Corporation 
(IFC). Most histories, including those by Harrod and Johnson, have focused primarily on the ideas underlying 
the IMF, which is nataralin the light of its role as the monetary lynchpin of the system. See Harry G. Johnson, 
The World Economy at the Crossroads (Oxford: Oxford University Press, 1965); and R.F. Harrod, The Life of 
John Maynard Keynes (London: Macmillan, 1963). Lord Keynes did not entirely persuade the American delega- 
tion of his view that there should be an international central bank, and the IMF was significantly weakened relative 
to initial intentions of -he British. Nonetheless, the basic conception of a triumvirate of institutions carried the day. 
For a detailed account of the diplomacy of the 1940s leading up to Bretton Woods, see Richard N. Gardner, 
Sterling-Dollar Diplonacy (New York: McGraw Hill, 1969). For a detailed history of the foundation and opera- 
tions of the World Bark Group, see Edward S. Mason and Robert E. Asher, The World Bank Since Bretton Woods 
(Washington, D.C.: Brookings Institution, 1973). ` 
2. Indeed, those that had taken place were regarded as destabilizing since most either represented capital flight 
or speculation as to waich currency would next devalue. See Ragnar Nurkse, International Currency Experience 
(League of Nations, 1€44; reprint, New York: Arno Press, Inc., 1978); and A.G. Kenwood and A.L. Lougheed, The 
Growth of the International Economy (London: George Allen and Unwin, 1983), Ch. 15. With hindsight, it can 
be argued that private speculation resulted from the incentives created by governments with their patterns of 
devaluation. : : 
3. Under ITO and urder the General Agreement on Tariffs and Trade (GATT), tariffs were to be the only form 
of border intervention with trade. 
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for countries with low savings rates and high rates of return on investment, due 
to either the devastation of the war or other causes or because a country was 
developing. In wartime conditions, of course, emphasis was on providing 
resources for reconstruction. As Harry Johnson put it: "The International Bank 
was essentially designed to play a useful major role in a world economy shaped 
on zhe lines of the pre-1930s world, a world of slow-but-steady economic growth 
and diffusion of economie development, in which the smaller nations were kept 
fairly firmly under control by the political power of the larger ones, and the 
political dependencies of established states were expected to grow into nation- 
hocd only slowly, if at all. In such an environment, the Bank would have served 
to temper the normal rules of hard commercial practice by well-administered 
leniency... The notion that capital accumulation is the crux of the development 
prcblem is firmly embedded in the early post-war literature on the problem of 
eccnomic development, and was the foundation of early efforts at development 
planning..."4 


The Early Evolution of Multilateral Lending Institutions 


Much attention has focused on the changes in worldwide conditions which 
have altered the functioning of the International Monetary Fund (IMF) from the 
way in which it was initially envisaged. Less attention has been given to the 
chenges in the World Bank, in part because they were less dramatic, and in part 
because the World Bank was able to evolve, at least to the 1980s, largely in keep- 
ing with the spirit, if not the letter, of the initial plan. In its early years, the 
World Bank focused its energies on lending in support of reconstruetion. The 
European countries and Japan were then the early recipients of the majority 
of its loans. Consistent with the World Bank's charter, these were almost entirely 
project-based loans, with interest rates close to those that would have been set 
on commercial loans had they been available, and with longer maturities and 
grace periods than provided in commercial lending. 

The rationale for the IBRD was straightforward: it was to substitute for 
a well-functioning private international capital market, since it was believed that 
the interwar experience would preclude the emergence of such a private market. 
Its lending was to be for “sound” purposes. Rates of return on the projects it 
financed would be sufficiently high to enable servicing of the loan and 
simultaneously contribute to economic growth.) In effect, the IBRD was to be 
an official institution that would compensate for the market failure associated 
with inadequate private long-term lending. 





4. Johnson, op.cit., pp. 72, 74. 

5. At this time, it was assumed that financial and economic rates of return were equal — an assumption unfor- 
tunately not always borne out by experience. In cases where economic policies are unrealistic, such as with highly 
prozective trade barriers, financial returns and real returns do not correspond. Later on, when the distinction 
came to be recognized, the focus was on economic rates of return. 
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In the reconstruction years, funds under the Marshall Plan of the United 
States also supported reconstruction and were larger than those lent by the 
World Bank. Attention to policy issues, such as a European Payments Union, 
was the domain of the United States. The World Bank could therefore focus on 
project lending. 

By the mid-1950s, European recovery and Japanese growth had progressed 
sufficiently so that external financing became less important as a source of finance 
and simultaneously private international capital flows, especially to Europe, were 
increasing sharply. Official financing, both by the IBRD and by the U.S. Govern- 
ment, therefore, shifted in focus from reconstruction activities to the support 
of development efforts. 

Just as with European reconstruction, IBRD lending to developing coun- 
tries was almost entirely as project loans. In the late 1950s and early 1960s, this 
received strong support for two reasons. First, there were many newly indepen- 
dent countries where fledgling governments had not yet developed adequate 
technical capacity to plan and execute projects, and IBRD support in those efforts 
was manifestly an important contribution in addition to the financing. Thus, it 
was not simply that the IBRD lent in support of development; there was an im- 
portant technical component in project planning and preparation. Second, during 
that period, it had not yet been widely recognized that many of the policies that 
developing countries had decided to adopt in support of economic development 
were in fact harmful to their development efforts. The general presumption, 
noted by Johnson and quoted earlier, that augmenting capital accumulation was 
the central challenge for achieving faster growth was still widely accepted. Thus, 
there was little questioning of the contribution of a project to a country’s develop- 
ment as long as its economic rate of return was acceptable.§ 

A first explicit departure from the initial “imperfect world capital market” 
concept came in the late 1950s, when it came to be recognized that some coun- 
tries were so poor that they could not borrow very much on commercial terms 
and expect to be able to maintain debt servicing and creditworthiness. It became 
evident that if funds from abroad were to permit investment at a rate in excess 
of that financed out of domestic resources, they would have to be concessional, 
i.e., at soft terms significantly more lenient than those obtainable from commer- 
cial lending and the IBRD's almost equally hard terms. 

While a rationalization for soft loans might be made in terms of the failure 
of the market to provide sufficiently long maturities, the rationale for soft lend- 
ing really went further. In particular, it was widely believed that, in the early 
stages of development, there are some essential investments which will have 
a payoff only over a very long period of time, and where capturing the returns 
to finance the investments is either infeasible or self-defeating. Investments in 
education, for example, are largely made by governments and often do not have 





6. There were instances, however, when IBRD lending slowed, and on occasion even halted, in response to an 
adverse economic policy environment. For example, World Bank lending to Brazil was very small from 1954 to 
1959 and ceased entirely from 1960 to 1964; see Mason and Asher, op. cit., p. 198. 
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a payoff for 15-20 years. Even when they do yield their returns, those returns 
accrue to persons who cannot readily be taxed at a sufficiently high rate to finance 
debt-service obligations." For other types of infrastructure investments, such 
as roads and communications networks, it is possible and perhaps even likely 
that significant periods of time will pass before utilization rates rise sufficiently 
to yield high rates of return. Yet, indivisibilities present in these investments 
may dictate their undertaking in the early stages of development.8 

Concern with the needs of the poorer developing countries and the recogni- 
tion that sizable assistance could be extended only on concessional terms led 
to the formation of the International Development Association (IDA), the soft- 
loan window of the World Bank. IDA credits were to be granted at exceptional- 
ly lenient terms, with long grace periods, very low service charges, and repay- 
ment periods of up to 50 years.? IDA projects were evaluated by IBRD staff, 
according to the same procedures and criteria as were IBRD loans. IDA de facto 
beceme the soft-loan window of the IBRD, but the expanded institution came 
to be referred to as the World Bank. The IBRD can finance its lending activities, 
up to a well-defined limit determined by the size of the capital subscriptions of 
its members, through accessing international capital markets and using its credit- 
worthiness to borrow for purposes of lending to developing countries.!? By con- 
trast, IDA must obtain new funds from participating donor governments in order 
to continue its activities. Thus, although the activities involved in evaluating 
projects and disbursing funds are virtually identical, regardless of whether the 
recipient country is IDA-eligible or borrowing from the IBRD, the sources of 
finance for the two windows are quite distinct. 

By the time IDA was inaugurated, it was certainly clear that the World 
Bank was not only a multilateral lending institution: it was a development 
institution and the global development bank (IBRD) cum aid agency. 

Early on, then, the intent of the Bretton Woods architects was expanded 
in regard to the terms on which projects would be financed, and a rationale was 
provided for concessional assistance. The underlying rationale for finaneing 
investments, however, remained unchanged, and the World Bank Group con- 
tinued its project-based activities H 





T. Forelementary education, at any event, it is probably unrealistic to hope that increases in educational quality 
or quantity can be financed predominantly by loans in poor developing countries. Aside from probably the lack 
of receptivity on the part of those to be educated and their parents, the administrative requirements of such a 
scheme in most poor developing countries would be overwhelming. 

8. For a fuller discussion of this issue, see Anne O. Krueger, "Aid in the Development Process", World Bank 
Research Observer, vol. 1, no. 1 January 1986). 

9. Current IDA credits have a 35-year maturity. 

10. At any given time, the IBRD's lending level is constrained by two interrelated guidelines: its gearing ratio 
is on2 to one; and it does not lend at a rate greater than is sustainable over the longer term at its prevailing 
capital subscription. Thus, it could not have loans outstanding greater than its total subscribed capital, and its | 
lending must not be at a rate greater than could be sustained into the indefinite future on the basis of subscribed 
capital. 

11. ‘To be sure, there was some lending in support of policy reforms. Support of the devaluation of the Indian 
rupe» in 1966 is a case in point. However, these loans were regarded as exceptional. 
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By the late 1960s the World Bank had established itself as a highly respected 
project lending institution and development agency. Its success was so great 
that regional development banks had been established for Latin America (1959), 
Africa (1964) and Asia (1966). Although the “division of labor” between the World 
Bank and the regional development banks was not clearly articulated or 
understood, there was a strong presumption that the regional banks would focus 
their activities on projects where proximity and knowledge of local conditions 
would afford them a comparative advantage in cost and expertise relative to 
the World Bank.” 

It should be noted that World Bank activities continued to represent a 
relatively small fraction of official flows to developing countries — around one 
fifth. As such, when there was concern with developing countries’ policies, leader- 
ship was taken either by a large donor country (most frequently the United 
States) or, when issues were primarily monetary and fiscal, through the IMF. 
In this environment, the World Bank could readily continue its project focus. 

Especially in the early 1970s the volume of IBRD loans and IDA credits 
extended to developing countries grew rapidly. During 1970-1972 multilateral 
institutions (of which the World Bank was by far the largest) accounted for about 
21 per cent of all official flows of capital to developing countries, while 71 per 
cent was bilateral. By 1980 the multilateral share had risen to 29 per eent. 18 The 
disbursements of IBRD loans and IDA credits had risen from $1.36 billion in 1970 
to $5.77 billion in 1980.14 Bilateral official flows, both in the form of aid and as 
export credits, had risen markedly in the 1970s, although not as rapidly as 
multilateral flows. 

Despite the increase in the relative importance of multilateral flows in official 
flows, private lending to developing countries rose even more rapidly, from 
$7.4 billion in 1970 to $40.6 billion in 1980. Thus, by 1980, the private interna- 
tional capital market appeared to be capable of funding projects with adequate 
real rates of return in most middle-income developing countries. Questions 
might therefore have arisen as to the ‘future role of multilateral lending insti- 
tutions in the middle-income countries. However, changes in the international 
economy raised other issues before these could be fully identified, much less 
addressed. 

. As of the late 1970s, the multilateral lending institutions were well- 
established and widely respected as project lending institutions. The World Bank 
was the global multilateral development institution. As such, it was functioning 
well. Because it relied on a presidential system of leadership, its professional 
Staff was protected to some degree from the elements of politicization that had 
afflicted some of the other international institutions. 





12. See Mason and Asher, op. cit., pp. 578ff. for a description of the founding of the regional development banks. 
18. See Anne O. Krueger, "The Role of the World Bank as a Multilateral Institution", Carnegte-Rochester Con- 
ference Series on Public Policy, vol. 18 (Spring 1983), pp. 289-291. 

14. Of course, the relative importance of World Bank loans and credits varied greatly from country to country. 
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Increased Recognition of the Importance of Policy 


In the 1970s there had been some shift away from project lending. On the 
one hand, it had come to be recognized that investments in people, as well as 
in physical infrastructure, were important for development, and much lending 
under the rubric of “basic human needs” supported projects that would improve 
the health and education of people. On the other hand, it also came to be recog- 
nized that some types of physical investments would not yield anything like their 
potential real rates of return without policy reforms. An electric power project, 
for example, might have a very low return if underpricing of electricity resulted 
in wasteful usage and inadequate maintenance of the power plant. As sectoral 
issues dealing with policies appropriate to projects arose, World Bank staff 
discovered that they could not necessarily deal only with government officials 
at the project level but they might also need cooperation from officials in central 
government ministries.15 

However, as long as the activities of multilateral lending institutions were 
geared primarily toward projects, this set of issues surrounding the importance 
of poliey was not centerstage. Policy issues focusing on pricing and organiza- 
tional issues in agriculture, energy, transport and other sectors became crucial 
in some project lending, leading the World Bank to develop some sectoral loans 
aimed at an appropriate combination of investments and activities in partieular 
sectors where policies seemed to be a significant detriment to productivity gains. 

However, while some of these institutions were aware of overall policy 
weaknesses in some countries, there was little focus on them, partly because 
of the nature of the lending instrument and also because of worldwide condi- 
tions.!® In the 1970s many developing countries were able to pursue highly 
expansionary policies and to finance those policies in part by accessing private 
international capital markets. With fixed nominal rates of interest ranging from 
6-8 per cent and worldwide inflation and hence nominal export prices increasing 
at rates of 8-12 per cent, satisfactory growth rates were realized in many coun- 
tries despite policy weaknesses.!" 








15. In the 1960s American officials had already begun to think in terms of "program assistance" in support of 
development plans that seemed sound, rather than in terms of project support. For a discussion of some of the 
issues then raised, see Hans W. Singer, "External Aid: For Plans or Projects?", Economic Journal (September 
1965), pp. 539-545. 

16. There were, to be sure, debt-servicing difficulties and balance-of-payments crises before the 1980s. The IMF 
was seen as the international institution responsible for dealing with these issues. Certainly, the staff of IMF 
regarded policy weaknesses as a major source of poor growth performance as well as of unsustaindble balance-of- 
payments positions, But the point made here is that the view of those concerned with development was that balance- 
of-payments crises had their origins in issues largely separate from those determining growth, except insofar as 
IMF programs were perceived as suppressing growth. By the 1980s it was recognized that a balance-of-payments 
crisis was usually a symptom of underlying problems that also detracted significantly from growth. 

17. There were, of course, countries that experienced slow growth in the 1970s and that undertook policy reforms. 
Turkey was one ease where reforms were undertaken in January 1980 and where growth accelerated during the 
worldwide recession of 1980-1983. Argentina, Chile and Uruguay also undertook policy reform efforts in the late 
1970s, although they were not successful. For an account of those efforts, see Vittorio Corbo and Jaime de Melo, 
"Lessons from the Southern Cone Policy Reforms", The World Bank Research Observer, vol. 2, no. 2 (July 1987). 
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The second oil price increase in 1979 led to a sequence of events which forced 
recognition of the issues. Policies that had been consistent with growth (because 
permissive worldwide conditions and capital inflows essentially obscured underly- 
ing inefficiencies) were no longer sustainable. The member countries of the 
Organisation for Economic Co-operation and Development (OECD) were deter- 
mined not to repeat the inflationary policies that had been so harmful to them 
after the first oil price increase in 1973 and instead adopted reasonably tight 
monetary policies. The ensuing worldwide recession, with its accompanying high 
real interest rates and declining real prices for many primary commodities, 
started out in a fashion similar to 1974. The non-oil developing countries’ cur- 
rent accounts swung sharply more negative, as they ran down reserves and 
increased their borrowing. 

However, by 1982, high real interest rates, the continuation of depressed 
commodity prices and the higher levels of debt resulting from cumulative past 
factors led to the inability of many developing countries to continue normal debt 
servicing. Ironically, it was the Government of Mexico which announced its prob- 
lems and caught the world’s attention. Since Mexico was an oil exporter, 
benefiting from the second oil price increase and also from increasing export 
volume as a result of newly discovered reserves in the mid-1970s, the impact 
on world opinion was enormous. Commercial banks responded immediately by 
cutting back sharply their willingness to lend to all developing countries.!? As 
they did so, a number of other developing countries were forced to declare their 
inability to continue voluntary debt servicing: in many cases, capital inflows had 
been large enough — frequently exceeding 5 per cent of gross national product 
(GNP) — so that their sharp reduction in itself would have caused severe 
adjustment problems. The policies of the 1970s were no longer consistent either 
with satisfactory internal growth or with maintenance of voluntary debt servic- 
ing. Financial packages, consisting of new loans and debt reschedulings, were 
usually contingent upon policy reforms which were essential both for achieving 
a satisfactory balance-of-payments position and for realigning economic struc- 
tures and incentives in ways conducive to economie growth in the harsher 
economic environment of the 1980s. 

It is not the purpose of this article to trace the history of the debt crisis. 
Rather, this article draws attention to two things: (i) the development communi- 
ty has had its attention focused largely on the debt difficulties of the developing 
countries during the 1980s; and (ii those difficulties have taught several 
important lessons about development policy. Unfortunately, preoccupation with 
the resolution of the debt crisis has tended to obscure the lessons which are 
important for the future activity of the multilateral lending institutions. 

Turning to the debt difficulties, several observations are in order. First, 





18. For an account of the events surrounding the announcement of the Mexican debt crisis, see Joseph Kraft, 
The Mexican Rescue (New York: Group of Thirty, 1984). It is noteworthy that loans to Mexico were oversub- 
scribed as recently as six months before the crisis. 
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a number of poor non-oil-exporting developing countries were able to avoid these 
difficulties. Among the more visible of those countries are several important 
ones in the Asian region: Bangladesh, India, Nepal, Pakistan and Sri Lanka. 
Seccnd, a number of indebted countries undertook measures which enabled them 
to continue voluntary debt servicing. Again, several countries in this region are 
notable for their performance in this regard. Third, some countries that had en- 
countered debt-servicing difficulties prior to the recession of the early 1980s had 
undertaken policy reforms and were able to resume economic growth at rates 
more rapid than they had experienced in the late 1970s. Most visible among these 
courtries was Turkey. 

Careful analyses of these phenomena have demonstrated convincingly the 
importance of macro and microeconomic policies in affecting economic growth. 
While it was long since recognized that, e.g., high walls of protection surround- 
ing domestic import-competing industry, suppression of producer prices in 
agriculture, inefficient production of parastatals, unrealistic exchange rates but- 
tressed by quantitative restrictions on imports and exchange control, and other 
controls on domestic economic activity were all retardants to growth, the mag- 
nitude of their retarding impact had perhaps earlier tended to be underestimated. 
Similarly, the experience of a number of developing countries has convincingly 
demonstrated that, while economic growth may proceed for a period of time 
acccmpanied by double-digit and rising rates of inflation, over the longer term 
such a combination is unsustainable and growth rates will inevitably fall in the 
absence of macroeconomic stabilization. The costs of inflation in terms of economic 
growth appear to rise both with the length of time during which inflation 
persists and with the rate of inflation. 

To be sure, there is a great deal still to be analyzed and learned from the 
experience of the early 1980s, and the development community has not yet 
reached unanimity as to the relative quantitative importance of inappropriate 
and destabilizing macro and microeconomic policies in retarding growth. For 
present purposes, however, several conclusions are already evident. 

First, a country's economic policies are an important determinant of its 
overall rate of economic growth, and these policies cannot be ignored in assess- 
ing the probable future rates of return on new lending, be it project or 
program-based. 

Second, all observers of the international economy agree that an open, 
multilateral trading system, with a rapid expansion in the volume of world 
trade, will not only provide the environment most conducive to developing coun- 
tries’ growth (and their willingness to adopt the sorts of trade and exchange 
rate policies that will enable them to take maximal advantage of a growing 
international market) but also will be essential to the ability of the heavily 
indebted developing countries to resume their debt-servicing obligations and 
ultimately re-enter the private international capital market as creditworthy 
borrowers. 

Third, it is not the business of the multilateral lending institutions to resolve 
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the debt crisis. However, for the heavily indebted developing countries, debt- 
servicing problems are a major obstacle to growth. Economic officials necessarily 
find their attention focused on short-term crises of debt servicing and debt 
rollovers, and hence cannot use their energies and political influence to encourage 
improved development programs. Also, some countries with heavy debt-servicing 
obligations find that resources are so limited that even with policy reforms, the 
investments that would normally be undertaken in response to altered incen- 
tives will not be made without external assistance. 

Finally, in countries with large debt-servicing obligations, a question 
necessarily arises as to whether additional loans or credits from the multilateral 
lending institutions will increase investment and growth or will instead simply 
permit more rapid repayment of debt than would otherwise be possible. 

That prospects for growth are inextricably linked to the debt issue is most 
visible in the debt overhang — a situation in which countries cannot restore 
creditworthiness — despite adequate policy reform, because they cannot increase 
export earnings sufficiently rapidly due to lack of investment while simulta- 
neously they cannot attract foreign capital to finance investment because they 
cannot restore creditworthiness. Many of the heavily indebted countries 
experienced sharp cutbacks in capital inflows, and simultaneously they were in- 
curring large fiscal deficits. With higher interest rates, larger debt-servicing 
obligations and an urgency to reduce the size of fiscal deficits, resources are tight- 
ly constrained. Yet, to the extent that macroeconomic stabilization may be a 
necessary concomitant, if not prerequisite, to resumed sustainable growth, the 
order of magnitude of the adjustment required by needs of macroeconomic stabili- 
ty and debt-servicing obligations may be overwhelming.!? And, for most heavi- 
ly indebted countries, increasing exports will in the longer run provide the only 
means of restoring an acceptable debt-service ratio and resuming growth. For 
countries which have long discriminated against exports through exchange rate 
policy and highly protective measures encouraging import-substituting in- 
dustries, it will certainly require some new investment and also a learning period 
if'export growth is to be satisfactory. When debt-servieing obligations leave a 
fiscal deficit (which then crowds out private investment) or otherwise absorb 
domestie savings, prospects for the restoration of growth and the accompany- 
ing resumption of creditworthiness may be bleak indeed. 

Thus, while resolving the debt crisis of developing countries is not the 
business of the multilateral lending institutions, support, including financing, 
for policy reforms and programs that will accelerate growth is their central con- 
cern. And when policy reforms are implemented, the presence of debt-servicing 
obligations affects resource availability in ways which have a direct bearing on 
growth prospects and the productivity of external finaneing. 





19. Even for some countries where increased taxes or reduced expenditures might be technically feasible, there 
are often questions of the political consequences of these measures. 
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Five Propositions 


Several conclusions emerge from the preceding discussion which have 
immediate relevance for the activities of multilateral lending institutions. There 
are five propositions which are central to any evaluation of their future role: 
(i) the multilateral lending institutions, by themselves, will not have sufficient 
funcs to substitute for private capital flows and bilateral aid — their role must 
be cne of coordination and analytical leadership; (ii) for developing countries 
whose policy stances are sufficiently inimical to growth (which is admittedly dif- 
ficult to determine), there is little point in lending to support projects whose 
real rates of return will be substantially diminished by the presence of those 
policies; (iii) for some middle-income developing countries, there is now adequate 
capzbility to develop and implement many types of projects so that it makes 
little sense to use high-cost foreigners for them; (iv) for countries whose policies 
are deemed to be substantially inimical to growth, and/or where the debt 
overhang is deemed to be a central issue, there can be a very high rate of return 
for policy reform, and there will be instances when long-term lending in sup- 
port of those reforms will make the difference between their success and failure; 
and (v) a healthy international economy is vital for the growth prospects of the 
developing countries. 

These five propositions, taken together, can be used to provide a basis for 
agreement on the future role of multilateral lending institutions. But before turn- 
ing directly to the consideration of that role, each of the five requires some 
elaboration. 

The first proposition is essentially that the multilateral lending institutions 
do not have a comparative advantage, relative to either the private capital 
market or bilateral donors, in providing money, per se. Rather, their compara- 
tive advantage as international institutions lies in their ability to use their 
experience and comparative perspective on development policy. When 
development policy is compatible with economic growth, bilateral donors and 
private international sources of capital can be effectively used for development 
purposes. 

This is not to say that multilaterallending institutions cannot use their own 
resources in ways which permit longer maturity loans, and somewhat lower 
interest rates, than developing countries could realize if each individually 
attempted to borrow from the private international capital market. These 
institutions ean and do act as a financial intermediary, permitting the realiza- 
tion of lower borrowing costs and longer terms for borrowers. And, of course 





20. However, financial resources usually must accompany this assistance. The point being made here is that lend- 
ing by these institutions should be in support of activities where there is a comparative advantage. 
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in the case of IDA and other soft lending by the regional banks, there can be 
no question as to the value of the resources.”! 

Given this view of the comparative advantage of the multilateral lending 
institutions, the question immediately arises: what is the role of lending? The 
answer has several dimensions. Especially in regard to bilateral donors but also 
vis-à-vis private sources of funds, the multilateral lending institutions must be 
able to provide some of their own resources to make their leadership role credi- 
ble. A related consideration is that the ability to provide resources is the 
legitimizing factor which permits the continuing dialogue between the 
multilateral lending institutions and governments in developing countries. Also, 
the provision of loans by these institutions enables their professional staff to 
acquire knowledge and understanding of the economy and of the policies and 
conditions in the borrowing country. That knowledge and understanding is itself 
an important contribution of these institutions and an essential input to their 
ability to carry out an effective leadership role. Finally, and as already indicated, 
these institutions must be able to lend in support of policy reforms in middle- 
income countries which are not currently regarded as creditworthy in the private 
capital market. As argued below, these institutions can lend in support of policy 
reforms — their area of comparative advantage — in contrast to other creditors, 
who are in a much less favorable situation to do so. 

Lending (and provision of IDA credits) is thus an important activity of the 
multilateral lending institutions, but it is only partially an end in itself. A major 
part of their contribution must be their role in the policy process. It would take 
us too far away from the central theme of this article to pursue how the 
leadership-coordination function can best be executed. To some extent, the 
answer depends on the excellence of the institutions in carrying out their analyses 
of developing countries' policies and their impact on growth prospects. Also, an 
understanding of the need for this role on the part of the member governments 
would be a critical sten 22 

That leads immediately to the second proposition, viz., that project lending 
is unwarranted in middle-income countries where the policy stance will lead to 
low rates of return. Experience in many part of the world has amply 





21. Moreover, as growth resumes in each developing country, it will necessarily be associated with successful 
policy reforms that result in the availability of a wide range of high-yielding investments. And, once policies are 
undertaken by the United States which at least sharply reduce, if not reverse, capital inflows, there will again 
be an economic efficiency basis on which to expect capital flows from developed, capital-rich countries to poorer, 
capital-searce countries. If private financial institutions fail to resume voluntary lending, that could represent a 
market failure of the type envisioned by the architects of Bretton Woods. In that case, the future role of multilateral 
lending institutions might perforce entail an even greater financial component than has been the case heretofore. 
22. The reports of multiple donors, with conflicting policy advice and pressures, are too numerous to bear repetition 
here. For a fuller discussion, see, for example, World Bank, Accelerated Development in Sub-Saharan Africa 
(Washington, D.C., 1981), p. 130. It would be highly undesirable to destroy all competition among foreigners in- 
terested in a country's development. This does not, however, imply that each potential donor, lender and investor 
should have his own independent staff carrying out a review of the entire economy and economic policies of a 
country in which it is prospectively considering doing business. 
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demonstrated the extent to which inappropriate policies can reduce growth rates. 
The evidence is far too extensive to cite here but includes the turnarounds in 
a number of economies that have followed thoroughgoing policy reforms, the 
vast differences in growth rates among countries with similar investment rates, 
the differential abilities of countries pursuing different economic policies to adapt 
to changing world conditions and the dismal growth performance of a number 
of countries, both before and during the 1980s. Indeed, almost all observers agree 
on the importance of policies. The remaining questions center on the critical 
minimum of reform essential to achieve the desired turnaround and the types 
of reform paths that may be feasible, given political and other constraints. 

The second proposition will be readily agreed to by all, but judging when 
these circumstances prevail is difficult. Certainly, there is now sufficient evidence 
to rule out, for example, lending in support of fertilizer and credit subsidies to 
farmers in countries where agricultural prices to producers are heavily depressed 
due either to unrealistic exchange rates or to agricultural marketing boards’ 
higk cost and/or profit margins. In these instances, returns will be low or negative 
until reforms are undertaken.” At its most vivid instance, the proposition holds 
for rogram lending in support, for example, of maintaining import levels in 
excess of those sustainable by normal export earnings and capital inflows under 
the prevailing policy regime. Clearly, financing imports in the presence of an 
overvalued exchange rate and in the absence of sufficient realignment of incen- 
tives to offer prospects of larger foreign exchange earnings in the future does 
not nave a high rate of return. It simply postpones the time when a country will 
be forced to realign incentives and simultaneously increases the burden of debt 
that it will have when realignment does occur. 

The third proposition, viz., that most middle-income countries now have ade- 
quate domestic capabilities to plan and evaluate projects and therefore should 
be able to undertake that activity themselves, is perhaps the most self-evident. 
Many middle-income developing countries now have per capita incomes not 
significantly different from those of the poorer European countries in the 
mid-1950s in real terms. Simultaneously, maintaining professional staff of a 
mulzilateral lending institution is inherently expensive; not only must salaries 
and compensation be higher than that in most member countries in order to 
ensure a truly multinational staff but also necessary costs of supporting 
expatriates' home leave, education and travel further raise staff costs. For some 
purposes, especially the comparative insights and understanding of the develop- 
ment process, the cost is well worth it, but for developing straightforward proj- 
ects in countries with qualified engineers, technicians and financial staff, it is 
uneconomic in the extreme to rely on staff of an international organization. At 
most, middle-income countries should be eligible for two types of support for 

project development: technical assistance from staff of multilateral lending 





23. Of course, lending in support of reform may be highly productive. The discussion here centers on the inad- 
visab:lity of lending when reforms will not, for whatever reasons, be undertaken. 
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institutions when domestic expertise is not readily available because of the nature 
of the project while the experience of these institutions gives them a comparative 
advantage; and support in training domestic personnel in project. preparation, 
development and evaluation.24 

The fourth proposition, viz., that policy reforms have a very high payoff 
and that financial support for them may have a high rate of return either by 
making them possible or by increasing their chance of success, has been true 
for a long time.*5 Especially when the policy problem is to realign incentives 
away from heavily protected import-substituting industries and toward export- 
ables, countries without support may be caught in a vicious circle: until export 
earnings increase they cannot relax their protective trade barriers against 
imports; and until they relax those barriers, incentives for exports will not suf- 
ficiently increase. While a sufficiently severe domestic recession may compress 
import demand enough to provide the necessary resource reallocation toward 
exportables and away from import-competing production, the political and 
economic costs of such a policy are high. The rate of return to lending in sup- 
port of successful reforms is very high, while that on foreign lending support- 
ing an unsustainable reform or one that quickly reverts to the former restric- 
tionist regime is clearly very slow. 

In the context of countries with heavy debt-servicing obligations, the task 
of realigning incentives and allocating resources to expanding exportable pro- 
duction may be doubly difficult: not only must trade barriers be lowered, but 
available investible and foreign exchange resources may be drained by debt- 
servicing obligations. In these circumstances, lending may enhance the credibility 
(therefore increasing the speed and magnitude of response to altered incentives), 
permit additional imports to enable immediate lowering of trade barriers and 
thus the necessary realignment of incentives, and simultaneously provide the 
resources for a rate of investment higher than would otherwise be consistent 
with macroeconomic balance and debt-servicing obligations. While it sounds 
paradoxical (and is wrong in the absence of sufficiently large payoff) to talk in 
terms of the need for additional debt in order to be able to grow and to service 
existing burdensome debt obligations, there are circumstances where that lend- 
ing will provide the additional margin to permit the resumption of growth. When 
that is so is a difficult technical and judgmental problem, and one on which the 
development community needs to focus its research. 

The fifth proposition comes from the macroeconomics of the global economy: 
developing countries as a group cannot expand their exports more rapidly than 





24. Even in middle-income countries, there may be projects in, for example, education or institutional reform 
of central financial institutions, where the experience of multilateral lending institutions and specialists can make 
a major contribution. However, for routine engineering projects, there is a strong presumption that professionals 
in the country have a comparative advantage in project design and implementation. 

25. See Anne O. Krueger, Foreign Trade Regimes and Economic Development: Liberalization ese and 
Consequences (Cambridge, Mass.: Ballinger Press, 1978). 
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the industrial countries are willing to absorb them.?6 For debt-service ratios to 
fall to more normal levels, nominal export earnings (from goods and services) 
must grow more rapidly than the nominal rate of interest for countries whose 
non-interest current account is in balance; indeed, for countries starting in non- 
interest current account deficit, export growth must be even more rapid than 
that to permit a more rapid increase of exports than of debt. For present pur- 
poses, this means that the multilateral lending institutions have an important 
stake in the preservation of an open non-discriminatory international trading 
system and the health of the international economy. 


The Role of Multilateral Lending Institutions 


There are a number of reasons to believe that the multilateral lending in- 
stitutions will have an even more vital role to play over the next decade than 
they have had historically. For one thing, the fact that the economic strength 
of developed countries is more evenly shared than in the past suggests a more 
cenzral role for these institutions as contrasted with individual bilateral donors. 
The need for a strong “secretariat” in support of global development efforts 
becomes even more pressing as the United States is less and less the predomi- 
nant bilateral donor. The need for coordination among donors will increase as 
emphasis shifts toward assistance in support of policy reforms. Furthermore, 
the fact that there are some developing countries which have undertaken policy 
refcrms but which are not yet deemed creditworthy implies an important role 
for multilateral lending institutions in supporting those countries. Finally, there 
remains the risk that the private international capital market will not resume 
normal functioning even when growth has resumed and creditworthiness is 
restored in developing countries. On all of these counts, the demands on the 
multilateral lending institutions will surely increase. 

Against that background, the five propositions just set forth, taken together, 
provide a framework for the appropriate role for the multilateral lending institu- 
tions over the next decade. In keeping with the fact that there is now more dif- 
ferentiation among developing countries, the role of these institutions must be 
more differentiated to suit the needs of individual countries' situations. 

Certainly, lending in support of policy reform must become central for those 
couatries where policy weaknesses are retarding growth. As policy-based lend- 
ing is more important, so too is the role of the multilateral lending institutions 
‘as coordinators of bilateral agencies and even perhaps of private flows. Likewise, 
the role of analysis and research will become even more central to their func- 
tion. For low-income countries, project lending and concessional support will 
continue to play a vital role. While project credits in support of developing 





26. To besure, developing countries could expand their trade with each other. But insofar as their exports are 
restr.cted and their net trade and current account balances vis-a-vis OECD countries are unchanged, their ability 
to import and service debt will be constricted. 
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infrastructure (including especially human capital) would continue for low-income 
eountries, the range of activities supported would be greatly narrowed — to 
those investments such as education and agricultural research and extension 
that lay the groundwork for growth when and if policy reform is undertaken 
— for low-income countries whose own policies were deemed to diminish at- 
tainable rates of return on investment. Lending in support of projects would 
not be undertaken in middle-income countries where domestic capabilities are 
present. 

For middle-income countries, lending would be directed to policy reforms and 
would be much more selective than has been traditional. Given the nature of 
multilateral institutions, this could be done only if fairly clear-cut guidelines for 
determining what an unsatisfactory policy stance was could be agreed upon 21 

Finally, for sufficiently thoroughgoing reforms, assured assistance for a 
period of years might be extended. This could either be in the form of a residual 
guarantee (as, for example, during any period when demand for foreign exchange 
for current account payments exceed current account receipts and other capital 
inflows under the agreed-upon policies) or simply to assure the government's 
ability to maintain its new policy stance. Such guarantees would necessarily be 
conditional upon the adherence to policies agreed to. Were the World Bank, or the 
multilateral institutions jointly, able to provide such assurances in cases of suffi- 
ciently far-reaching reforms, care would have to be taken that political considera- 
tions did not enter into the decisions to support reform programs. The existence 
ofa highly selective facility would in itself provide an incentive for governments 
to proceed further with policy changes than they might otherwise dare. Addi- 
tional resources could simultaneously ease transition costs and influence expec- 
tations to assure a reasonably rapid response. While such a facility would entail 
obvious political difficulties, it is difficult to envisage an alternative strategy 
which would appropriately tie the flow of resources to adequate policy reform. 

Under this scenario, the activities of the multilateral lending institutions 
would be increasingly differentiated among groups of countries. There would 
be low-income countries eligible for concessional assistance only in support of 
projects building potential for the time when policy reform is undertaken. For 
that same group of countries, substantial support would be available (for both 
projects and programs) when policy reforms were undertaken. Low-income coun- 
tries with a more appropriate policy stance would be eligible for larger conces- 
sional assistance relative to their sizes and income levels, supporting both the 
buildup of these types of infrastructure, and also further policy reform and in- 
frastructural development more generally. Middle-income countries would in 
general be eligible for limited technical assistance in support of projects, and 
those deemed to have policies — and especially public sector investment and 





27. In some developing countries, a major bottleneck to growth is the large size and indiscriminate nature of the 
publie sector investment and expenditure program. A major role for multilateral lending institutions would consist 
of assessing the efficiency and size of public sector investment and expenditure programs and in providing support 
for programs (as a whole) that were deemed conducive to growth and commensurate with macroeconomic balance. 
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expenditure policies — adequate to sustain development would be eligible for 
program lending in support of their development programs. Both middle-income 
and low-income countries intent upon sufficiently far-reaching reforms would 
alsc be eligible for longer-term guarantees of support at levels deemed 
appropriate to their circumstances during the transition period conditional upon 
maintenance of the reform efforts.”8 


The Division of Labor among Multilateral Lending Institutions 


As stated at the outset, the initial conception of the architects of Bretton 
Woods was for three international organizations, one each for maintaining an 
open international trading system, for overseeing international financial rela- 
tions with emphasis on exchange rates, and for providing for capital flows. 
Although the IMF's charge was to oversee the international monetary system 
in ways conducive to an open trading environment, the fact that the General 
Agreement on Tariffs and Trade (GATT) had a small secretariat and dealt with 
reletions between countries while the IMF dealt one-on-one with individual 
governments led to a fairly clear division of responsibility between these 
organizations. And, as long as the World Bank focused most of its activities on 
project lending and policies directly impacting on sectoral efficiency, there was 
little apparent overlap between the World Bank and the IMF. 

Indeed, it might have been said that the World Bank's role was to deter- 
mine the availability of resources while the IMF's role was to assure that coun- 
tries’ policies were not too discordant with the level of resource availability. 
There is an overlap even as stated there: there are levels of resource availabili- 
ty below which the adjustment costs become unacceptably large in the short 
run, and IMF lending is in part designed to assure that adjustment is feasible. 

Be that as it may, the increased recognition of the importance of economic 
policy as a determinant of the rate of economic growth along with the accumula- 
tion of resources has turned the attention of multilateral lending institutions to 
policy issues some of which were traditionally more closely aassociated with the 
IMF. Simultaneously, the IMF, which was initially concerned with the interna- 
tional monetary system, has increasingly turned its attention to the problems 
of developing countries. Although the IMF's focus was initially on the restoration 
of a sustainable balance-of-payments position (which quite clearly has strong im- 
plications for growth) and the World Bank's focus was initially on investments, 
it came quickly to be recognized that these were virtually opposite sides of the 
same coin. Realistic macroeconomic policies are even more vital for growth than 
had earlier been recognized, while the microeconomic issues of, for example, 





28. By definition, multilateral lending institutions are membership organizations, and there is an inevitable tenden- 
ey for such organizations to treat members relatively equally, with “entitlements” to shares of loans and/or IDA 
eredits. The approach outlined here would require acceptance of more differentiated treatment of members than 
has traditionally been the case. 
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agricultural pricing, commodity price controls, parastatal marketing boards, 
energy pricing and export taxation impact heavily on the balance of payments 
as well as on growth. 

Clearly, the focus on policy issues implies a greater area of overlap between 
the IMF, the World Bank and other agencies concerned with developing countries 
than has been the case historically. An unrealistic exchange rate, although the 
province of the IMF, may well preclude any hope for successful resource realloca- 
tion in sectors traditionally the concern of the World Bank. Likewise, successful 
growth is clearly a prerequisite for restoration of creditworthiness and sus- 
tainable balance-of-payments positions — the traditional province of the IMF.29 

Calls for clear-cut assignments of responsibility to the two institutions are 
widely heard. One such assignment would have the IMF turn more of its atten- 
tion to the international monetary system and coordination of economic policies 
among countries, while the World Bank focused on virtually all aspects of policy 
in developing countries. Others call for “increased cooperation and coordination” 
between the two institutions. To a considerable degree, this is already perforce 
happening, although failure to have a reasonably clear-cut division of labor can 
lead to a lack of leadership and clear-cut accountability. Some even point to the 
virtue of having a degree of competition, along with cooperation, between the 
two institutions. On this view, some competition might be healthy and somewhat 
reduce the individual power of each institution.9? 

The issue is more apparent than real, however. The governing boards of 
the two institutions — the Executive Directors — are virtually the same member 
governments. With agreement among those governments as to the appropriate 
policies and criteria for support of policy reforms and project lending, there is 
little reason to believe that present institutional arrangements are not adequate. 
Indeed, greater political support by the shareholders of both institutions would 
permit them to increase their effectiveness individually and jointly.?! 





29. The issue of overlap also concerns bilateral donors. One such important issue is the conditions under which 
export credits are granted and the ways in which those credits are mixed with concessional aid by donor govern- 
ments. The achievement of greater efficiency in public sector investment and expenditure programs would be 
greatly facilitated if a means could be found to limit such financing to projects deemed to have a sufficiently high 
economie rate of return. š 

30. This argument is, however, a two-edged sword. Insofar as the combined power of the two institutions is a 
matter of concern, the issue would arise whenever the institutions agreed. 

31. Political support has three dimensions: financial, agreement on guidelines and willingness to back the institu- 
tions in their policy work. The recent decision by the Executive Directors of the World Bank to support a General 
Capital Increase of $75 billion is clear manifestation of financial support. However, “greater political support” 
would also imply a willingness to reach a consensus on the role of the two institutions and to depoliticize the policy 
work of the two institutions. The key members have as yet not reached consensus on the role of the institutions. 
Moreover, in recent years, there have been a number of occasions when the governments of some developed coun- 
tries have pressured the IMF and multilateral lending institutions to lend to governments even when those agen- 
cies believed the policies to be inappropriate. See C. David Finch, “Let the IMF he the IMF”, The International 
Economy (January/February 1988), pp. 126-128. If the IMF and the World Bank are to be able to carry out the 
mandate suggested above, political support in the form of a willingness to back the institutions would be required 
even when member governments perceived that they had short-term political interests in the country in question. 
Failure to agree on guidelines results in less effectiveness of policy work than would otherwise be the case, with 
the consequent waste of the resources of multilateral institutions relative to what could be achieved. 
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While coordination between the IMF and the World Bank regarding policy 
reform is clearly important, both institutions also have a legitimate concern and 
a major stake in the state of the international economy. If issues of overlapping 
corcerns arise between the World Bank and the IMF, they are even more at 
issue between those two institutions and GATT. Here, the World Bank and the 
IMF are primarily concerned with the trade and payments regimes of individual 
developing countries, on the one hand, and with the receptivity of the interna- 
tional economy to the exports of goods and services of countries with open trade 
and payments regimes, on the other. In the former regard, the World Bank and 
the IMF may find themselves negotiating with individual countries for reduc- 
tions in trade barriers that, among developed countries, would result in reciprocal 
trade-barrier reductions. Developing countries can receive “credit” within the 
GATT for these actions if they are willing to bind their trade-liberalizing 
measures. But in the early stages of policy reform programs, such bindings may 
not be credible unless there can be some degree of “underwriting” of trade 
liberalization of the type discussed previously. Whether techniques can be found 
for better representation of developing countries in trade negotiations should 
be a matter of concern to all three institutions, as well as the affected develop- 
ing countries. 

There is also the legitimate concern of the multilateral lending institutions 
and the IMF with the openness of the entire international trading system. Here, 
it must be recognized that the IMF and the multilateral lending institutions in- 
evitably have more influence with their developing country clients than they 
do with the industrialized countries. Only to the extent that they can, through 
their publications and public policy pronouncements, bring about a recognition 
of che importance of these issues to the international economy as a whole can 
they have an effect on the policies of industrial countries that will determine 
the outcome. And, as already stated, should the protectionism of developed coun- 
tries increase to a point where growth of the international economy is choked 
off, no amount of policy reform in developing countries can restore growth or 
permit them to re-attain creditworthiness. 

Finally, there is the issue of the relations between the regional develop- 
ment banks and the World Bank. Just as with the relationship between the World 
Bank and the IMF, a great deal will depend on the wishes of large shareholders 
in the various institutions. However, one might take the propositions raised 
earlier and ask whether there is any obvious “comparative advantage” as be- 

‘tween the regional and the global development banks that might serve as a sen- 
sible basis for a division of labor. Several considerations come to mind: partly 
because of its global perspective and greater distance from the problems of the 
regions, the World Bank is almost certainly better positioned to address the 
global economic issues raised above and probably a more appropriate institu- 
tion for dealing with the types of policy issues focusing on overall economic 
growth discussed above than are the regional development banks. In part, this 
is simply because its global perspective provides an advantage, but in part it 
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is because a larger organization can afford more professional specialists and 
therefore knowledge on a range of issues. By contrast, the regional development 
banks surely have a comparative advantage in project lending, especially, for 
smaller-seale activities where distance from the country raises costs and where 
the regional development banks can readily provide the necessary expertise. 
When there. are regional issues, one would again expect the regional develop- 
ment banks to have a comparative advantage. 


Conclusions 


The multilateral lending institutions have a solid and proud tradition of pro- 
fessionalism and expertise in project lending. Changes in the international en- 
vironment and in our understanding of the development process mandate that 
they assume new roles, in addition to the continuation of project lending in low- 
income countries and in circumstances where local competence may not be 
available. . 

In particular, both the circumstances of the heavily indebted countries, with 
their lack of creditworthiness and the need for resources in support of policy 
reforms, and the reduced dominance of the United States as a bilateral donor, 
make it incumbent on multilateral lending institutions to increase their role in 
support of policies conducive to economic growth. Should private capital flows 
fail to re-emerge once growth and creditworthiness are resumed, that role could 
be larger still. 

That role cannot be played, however, without a stronger political consen- 
sus among major shareholders of the multilateral lending institutions than now 
exists. Both financial support — which appears now to be in process for the World 
Bank — and support for the separation of foreign policy concerns from the pro- 
fessional evaluation of the efficacy of policies will be essentialif the multilateral 
lending institutions are to carry out their expanded tasks. The worldwide need 
for these institutions to be positioned to do so is clear. It is to be hoped that 
that need will generate the support to enable them to assume their more dif- 
ferentiated and crucial role. 


Revitalizing Development Cooperation: 


Issues and Priorities 
Manmohan Singh* 


he idea that a global strategy for an attack on world poverty is both 

feasible and desirable has gathered considerable support in the postwar 

years. In a famous address to the United Nations (UN) General 

Assembly, President John F. Kennedy had proposed that the 1960s 
should be designated as a development decade in which both developing and 
developed countries would undertake to adopt concerted convergent measures 
for promoting sustained growth in the Third World. Since then, at the begin- 
ning of each decade, the UN has issued a document outlining the broad elements 
of an international development strategy for the decade. 

In essence, all the strategy documents issued thus far start with the pro- 
position that the primary responsibility for the development of developing coun- 
. tries rests with themselves. Then they go on to emphasize that the effectiveness 
of domestic policy measures of developing countries can be greatly enhanced 
by a favorable international economic environment for development. The strategy 
documents as well as the various resolutions of the United Nations Conference 
on Trade and Development (UNCTAD) spell out the important elements which 
influence the international environment for development and the responsibilities 
of the international community for improving this environment. Basically, these 
relate to issues concerning: (i) volume, terms and conditions of external capital 
flows from developed to developing countries; (ii) international trading ar- 
rangements having a bearing on growth and stability of export earnings of 
developing countries; and (iii) terms and conditions for transfer of technology 
from developed to developing countries. 

Cooperation for development is an accepted part of the ongoing agenda for 
international economie cooperation. Progress made thus far in this matter in the 
postwar years is by no means insignificant. In particular, the contribution being 
made by multilateral development financing institutions is indeed impressive. 
At the same time, it would not be wrong to assert that the various measures 
of development cooperation do not constitute coherent elements of a comprehen- 
sive global strategy. Admittedly, the commitment of the international community 
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to the various elements included in successive UN documents of international 
development strategy and as further elaborated in successive resolutions of 
UNCTAD has been seriously in doubt. 

The concept of a development assistance target was the earliest element 
to be included in the international development strategy. Despite 30 years of 
discussion and debate, the aid target has still not gained universal acceptabili- 
ty. Some developed countries, notably the Nordic countries and the Netherlands, 
have made sincere efforts to fulfill the requirements of the official aid target 
as approved by the UN. However, the overall progress in achieving the target 
has been most disappointing. Net official flows from Development Assistance 
Committee (DAC) member countries expressed as a proportion of the combined 
gross national product (GNP) of these countries were lower in the mid-1980s com- 
pared with the early 1960s. 

In the realm of international trading arrangements, the acceptance by 
developed countries of a generalized system of tariff preferences in favor of ` 
developing countries has been the only concrete achievement of the North-South 
dialogue. However, the system is riddled with so many exceptions and qualifica- 
tions that it has had only a marginal impact on the growth of manufactured 
exports of developing countries. 

Developing countries have no doubt gained from the liberalization of world 
trade in manufactures in the wake of successive rounds of tariff negotiations 
under the General Agreement on Tariffs and Trade (GATT). However, it is also 
a fact that products in which developing countries have a strong export interest 
have received much lower than the average reduction in tariff rates. In addi- 
tion, the export prospects of a number of product groups, notably textiles, 
clothing and footwear, have been adversely affected due to the upsurge of 
discriminatory protectionism in developed countries, often in violation of basic 
GATT rules and principles. 

The much discussed Common Fund which was designed to provide a power- 
ful incentive for negotiation of new commodity agreements and for diversifica- 
tion programs is still not operational. It has not been possible to expand the net- 
work of international commodity agreements. Four or five agreements which 
have been negotiated in the postwar years have had to face severe operational 
difficulties which have greatly limited their stabilizing influence. As a result, 
despite prolonged discussions of international commodity policies, no viable in- 
ternational arrangements have been agreed upon to reduce the extent of instabili- 
ty of this vital area of developing country trade. 

At the global level, the compensatory financing facility (CFF) of the Inter- 
national Monetary Fund (IMF), first established in 1963, represents the only at- 
tempt, though on a modest scale, to alleviate the consequences of export instabili- 
ty. However, the reduction in access limits and tighter conditionality of draw- 
ings introduced in the early 1980s have greatly eroded even the limited effec- 
tiveness of the CFF in coping with the problem of unexpected export shortfalls. 
At-the regional level, the STABEX and COMPEX schemes of the European 
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Economic Community (EEC) try to compensate the eligible countries for com- 
modity specific export shortfalls but the scope and coverage of these schemes 
is extremely limited. 

Technical progress being an important determinant of productivity, issues 
relating to the terms and conditions of technology flows to developing countries 
have been extensively discussed in UNCTAD and other international fora. 
However, mainly due to opposition from developed countries, it has not been 
possible to reach agreement on an international code for transfer of technology 
or the one dealing with the control of restrictive business practices of developed 
country enterprises which hamper a freer flow of technology to the developing 
world. 

Despite a lack of concerted measures to improve the international environ- 
ment for development, the overall growth record of the developing countries 
until the closing years of the 1970s was fairly impressive. There were indica- 
tions that growth-promoting impu'ses in the Third World were becoming 
stronger, more durable and more broad based. Although the growth performance 
varied a good deal, several developing countries demonstrated their capacity 
to sustain high growth rates year after year. The overall growth rate of develop- 
ing countries, excluding centrally planned economies, averaged 6 per cent per 
annum during the 1960s. In the 1970s growth rates decelerated in the wake of 
severe external shocks and the turbulence which characterized the world 
economy. Even then, the overall growth rate of developing countries in the 1970s 
was still elose to 5 per cent per annum. 

The 1980s have witnessed a sharp reversal of the previous hopeful trend. 
While the newly industrializing economies of East Asia exporting manufactures, 
the People's Republic of China and several countries of Southeast and South 
Asia have continued to record impressive growth rates, the decade has been 
characterized by hope turning into despair in a majority of developing countries, 
particularly in Africa and Latin America. In a large number of debt-ridden coun- 
tries of Africa and Latin America, per capita income and the living standards 
of large masses of people have experienced a sharp decline. 


Lessons of Experience 


The development experience of the past three decades has some important 
lessons for the future of development cooperation. As such, it is instructive to 
analyze this experience in some detail. 

In the 1960s growth in developing countries received a powerful stimulus 
through the unprecedented expansion of world trade, made possible by the excep- 
tionally rapid growth of the economies of major developed countries. This, in 
tura, was an indication of the potential effectiveness of large-scale international 
income transfers, which, in the form of the Marshall Plan, were largely respon- 
sible for creating a period of reconstruction and growth for the economies of 
postwar Europe. At the national level, a commitment to steady growth and:f 
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employment was rewarded by high levels of production and expanding markets. 
During this period, which is often described as the golden age of modern 
capitalism, world trade expanded at a rate much faster than world output which 
itself grew at an unprecedented rate. Thus, the international trading and financial 
environment coupled with expansionist domestic policies in the North, provid- 
ed new opportunities for growth of which many developing countries took full 
advantage. 

In the wake of international monetary instability in the early 1970s and the 
oil crisis of 1973, growth in developed countries slowed down and this inevitably 
had an impact on the growth of world trade. Developing countries, particularly 
the oil importers among them, experienced a significant deterioration in the 
external environment for their development. For example, under the combined 
impact of an unfavorable external environment and poor agricultural perfor- 
mance, growth in the economies of sub-Saharan Africa fell sharply during 
1976-1980. However, as pointed out earlier, the overall growth rate of the develop- 
ing countries as a group was still close to 5 per cent per annum in the 1970s. 

The development experience of the 1970s suggested the possibility of 
delinking growth in the developing countries from the growth experience of 
developed countries. Although growth rates in the developed market economy 
countries declined from an average of 5 per cent per annum in the 1960s to 
3 per cent per annum in the 1970s, the deceleration in the growth rates of devel- 
oping countries in the 1970s was much less. However, this was made possible 
by some exceptional developments which protected the foreign exchange 
resources of developing countries despite a slowdown in developed countries’ 
growth. 

The accumulation of surpluses of the Organization of Petroleum Exporting 
Countries (OPEC) in the hands of international commercial banks, coinciding as 
it did with a strong though short-lived commodity boom, induced these banks 
to recycle a significant part of these surpluses to the developing countries. 

Moreover, at the international level conscious efforts were made to cushion 
the deflationary impact of higher oil prices on the economies of oil-importing 
developing countries. The IMF created new mechanisms such as an oil facility, 
the Trust Fund and the Extended Fund Facility to liberalize considerably access 
to IMF resources for the developing countries. Similarly, the scope for develop- 
ment lending on concessional terms was enlarged at the margin by setting up 
a Third Window in the World Bank and by the establishment of the International 
Fund for Agricultural Development (IFAD). 

Finally, increased economic activity in the OPEC countries created new op- 
portunities for the expansion of trade and economic cooperation between OPEC 
and other developing countries. 

For all these reasons, the import capacity of oil-importing developing coun- 
tries was provided with a measure of protection against the adverse effects of 
the slowdown of the engine of economic growth in the Organisation for Economic 
Co-operation and Development (OECD) countries. 
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In the 1980s the pursuit of severely restrictive macroeconomic policies 
designed to control inflationary pressures in developed countries led to a fur- 
ther deceleration of growth in the OECD countries. Increased reliance on 
monetary policy to control inflation led to real interest rates in the early 1980s 
rising to an all-time high level. 

As a result of these developments, international commodity prices Stee 
and in real terms reached the lowest level since the depression of the 1930s. 
Acccrding to an UNCTAD estimate, developing countries suffered a cumulative 
loss of over $90 billion on account of the deterioration in the terms of trade of 
non-fuel primary products from 1981 to 1986. 

The collapse of commodity prices created renewed doubts about the credit- 
worthiness of developing countries. Thus, after the Mexican debt crisis of 1982, 
commercial banks ceased to expand their exposure to developing countries. At 
the same time, the collapse of commodity prices and the rise in real interest rates 
greatly increased the difficulties of servicing the external debt. 

Moreover, unlike in the 1970s, no offsetting mechanisms were available to 
the developing countries to cushion the impact of strong deflationary impulses 
originating in the developed countries. The worst depression in international 
commodity prices in the last 50 years witnessed a total absence of any counter- 
cyclical measures to stabilize the commodity economy. 

Under the influence of major developed countries, international institutions 
tightened the terms and conditions of their lending at the very time when 
developing countries were experiencing an unprecedented deterioration in the 
external economic environment. 

Servicing external debt in a situation in which export earnings did not in- 
crease even when the volume of exports increased substantially meant that im- 
port compression was the only available option open to developing countries, 
with its inevitable adverse effects on current consumption, investment and the 
overall climate for economic growth. Adjustment and retrenchment became the 
standard medicine prescribed by the IMF for coping with this massive interna- 
tional crisis. Safeguarding the interests of international commercial banks even 
at the cost of a severe loss of growth momentum became the primary concern 
of international debt management strategy. 

Ata time like this, increased economic cooperation among developing coun- 
tries could have helped to offset to some extent the impact of deflationary im- 
pulses originating from developed countries. However, the overall shortage of 
foreign exchange became a factor in the significant contraction of intratrade 
witkin all the major groupings of developing countries. Moreover, OPEC 
surpluses having virtually disappeared, trade and economic relations between 
OPEC and other developing countries ceased to grow as fast as in the 1970s. 

International discussions of the disappointing development experience of 
the 1980s highlight the policy failures and structural weaknesses of developing 
countries. There were no doubt important policy failures. Excessive borrowing 
without paying adequate attention to repayment capacity was one of these. But 
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the counterpart of excessive borrowing was excessive lending in which the 
commercial banks indulged. And this was a consequence of excessive reliance 
on the private sector for recycling the OPEC surpluses. Had international 
financial institutions been the principal means of recycling the OPEC surpluses, 
some of the low priority borrowing could have been avoided through the careful 
appraisal of project proposals. 

Objectively, there is no convincing evidence of a deterioration in the 
domestic policy framework in developing countries in the 1980s compared with 
the 1970s. In fact, developing countries undertook unprecedented measures of 
adjustment in the face of the international economic crisis. According to the 
estimates of the IMF staff, adjustment efforts by the capital-importing develop- 
ing countries in the form of an improvement in their trade balance amounted 
to 8 per cent of their GDP over the period 1979 to 1987.1 However, so severe 
was the deterioration in the external environment that even these strenuous 
efforts of adjustment improved neither the prospects for orderly debt servicing 
nor for growth. According to IMF estimates, the overall ratio of debt to exports 
would be 139 per cent in 1989, significantly higher than the 120 per cent record- 
ed in 1982 when widespread debt difficulties first emerged. 

Clearly, the policies of developed countries and of the international finan- 
cial institutions they contro] must bear a heavy responsibility for forcing develop- 
ing countries on to a path of prolonged stagnation and retrenchment. Despite 
sustained talk of growth-oriented adjustment, no concerted action has been taken 
to cushion the impact on the economies of developing countries of the sharp 
deterioration in their terms of trade, the virtual cessation of private bank lend- 
ing and the unsustainable burden of servicing the external debt. There has been 
inadequate appreciation that debtor countries need substantial financial 
assistance to carry through the process of structural reforms on a politically and 
socially sustainable basis. 


A Global Strategy for Development Cooperation 


The foregoing account highlights some important issues having a bearing 
on the future evolution of development cooperation. 

The pace of development in the Third World is still influenced considerably 
by the outlook for growth in developed countries. If growth rates in developed 
countries could be restored to the levels of the 1960s, there might be less need 
for concerted international measures to sustain growth at reasonable rates in 
developing countries. However, there is now a consensus that developed coun- 
tries have settled to a much lower growth path. Most projections of growth in 
OECD countries in the next decade do not go beyond 2.5 per cent to 3 per cent 
per annum even under optimistic assumptions. This has profound implications 
for the future of developing countries and for development cooperation. 





1. International Monetary Fund, World Economic Outlook (Washington D.C., April 1988), p. 28. 
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Taking into account the growth of population and labor force, developing 
countries must grow at a minimum annual rate of 5 per cent to 6 per cent per 
annum. It is only on the basis of rapid growth that these countries can meet 
the zspirations of their people for a better life. If developed countries as a group 
ean grow at a rate no faster than 2.5 per cent to 8 per cent per annum, the North 
cannot play the role of an engine of growth for the South. 

Expansion of domestic demand in larger developing countries could be a 
substitute for international demand. Even then, foreign exchange requirements 
are bound to rise over time. Smaller developing countries, being more special- 
ized, depend on international trade to a much larger extent. For all these reasons, 
the legitimate growth expectations of the Third World can be realized only if 
concerted measures are adopted to improve the external economic environment 
for cevelopment. There will have to be a sharp revision of the currently domi- 
nant views on development cooperation. In particular, renewed attention will 
have to be paid to the following: (i) provision of a growing volume of external 
capiial on terms and conditions which do not strain the debt-servicing capacity 
of developing countries; (ii) promotion of an international trading environment 
which enables developing countries to expand their share of international trade 
in products in the production of which they have a distinct comparative advan- 
tage; and (iii) renewed emphasis on mechanisms which will provide increased 
support for expansion of trade and economie cooperation among developing 
courtries. 

A concerted strategy of global action in support of development assumes 
that there is an international consensus about the goals of development, basic 
strategies, policies and programs for promoting development. The last decade 
has witnessed a growing degree of pragmatism in the developing countries in 
the design of their development policies. There is now much greater awareness 
. of the limitations of an overcentralized planning system and indiscriminate im- 
port substitution-based industrialization. The need for sound macroeconomic 
policies to promote both price stability and a viable external balance is well ap- 
preciated. There is growing realization of the need to reform the pricing and 
taxation systems so as to provide signals for efficient resource allocation. 

While the policies of developing countries in these matters have become 
more pragmatic, the approach of developed countries has become more 
doctrinaire. They have sought to use the international financial institutions to 
impose a simple-minded model of development policy based on the magic of the 
marketplace and monetarist prescriptions. As a result, there has been a regret- 
table tendency to overpoliticize the decisions of international financial institu- 
tions. Faced with severe payment difficulties, developing countries have often 
been coerced into accepting policy prescriptions whose validity and realism have 
been seriously in doubt, and in whose favor they often find it difficult to mobilize 
domestic publie opinion. The adoption of an excessively ideological approach to 
development policy is a retrograde step, and for the sake of healthy interna- 
tional economic cooperation it must be reversed. As of now, there is no single 
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development policy model which is of universal validity, and a sensible program 
of policy reform has to be country specific. 

As a means of depoliticizing the operations of international financial insti- 
tutions, it would be desirable for these institutions to associate independent 
panels of experts, known for their intimate knowledge and experience of develop- 
ment problems, in the evaluation of development policies and programs along 
the lines of the procedure adopted in Latin America in the 1960s under the 
Alliance for Progress. The recommendations of the panel of independent experts 
should be available to the executive boards of international institutions together 
with the views of the management. In this way, it might be possible to restore 
the faith of developing countries in the objectivity, impartiality and validity of 
policy reform advice emanating from these institutions. The effectiveness of ' 
international financial institutions will be compromised if inflexible ideological 
prejudices, combined with economic muscle, are allowed to influence their 
priorities and functions. Regional development banks can be pacesetters in this 
matter. 

Investment, being a strategic variable in the development process, is a ma- 
jor determinant of the pace of development. The 1980s have been a period of 
severe compression of investment in a large number of developing countries. 
For the capital-importing developing countries as a group, IMF estimates show 
that investment as a percentage of GDP declined from 27.3 per cent in 1978-1980 
to 25.5 per cent in 1981-1982 and further to 22.8 per cent during 1983-1987. In 
countries with debt-servicing problems, the investment rate fell from 26.6 per 
cent in 1978-1980 to 24.1 per cent in 1981-1982 and 19.2 per cent in 1983-1987. 
Most impartial observers agree that constraints of external financing have been 
a prime factor in the decline of investment rates. The latest IMF staff assess- 
ment concludes that a resumption of growth in much of sub-Saharan Africa, in 
particular, is dependent on a quantum increase in the level of official develop- 
ment assistance.” 

It is an accepted principle of international economic policy that developing 
countries can reasonably expect to receive a positive net flow of resources from 
developed countries to supplement their domestic savings. However, the 1980s 
have seen an unprecedented large net transfer of financial resources from the 
developing to the developed world. According to UN estimates, the net transfer 

` of financial resources which averaged over $40 billion in 1980-1981 turned 
negative to the extent of over $20 billion per annum during 1985-1987.3 

Systematic, direct and urgent efforts are required to reverse this intolerable 
situation. An imaginative global strategy is needed that would enable the effi- 
cient recycling of resources from the surplus countries of Japan and the Federal 
Republic of Germany to the developing countries. The fact that surplus savings 
in the world are being invested in the world's richest country is a manifestation 








2. International Monetary Fund, op. cit, p. 77. ` 
3. United Nations, World Economic Survey 1988 (New York, 1988) p. 8. 
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of the inequitable functioning of the global economie system. Today we have a ` 
situation of major payment imbalances involving the United States, Japan and 
the Federal Republic of Germany. Yet, at a time when three fourths of humani- 
ty living in the developing world suffers from a chronic deficiency of savings, 
it is irrational to ask countries such as Japan and the Federal Republic of 
Germany to cut down on their savings so as to solve the problem of the U.S. 
trade deficit. From the standpoint of global welfare and even if the objective 
is ta reduce the U.S. trade deficit, it would be far better to divert a sizable part 
of this surplus to developing countries. In this way, the surplus countries would 
be able to maintain a high growth profile, a reduction in the U.S. trade deficit 
would be facilitated and developing countries would increase their imports for 
financing higher levels of investment and growth. 

In the event, urgent attention must be given to the identification of finan- 
cial mechanisms and institutions that could provide a viable framework for the 
recycling process. An institution such as the Asian Development Bank could play 
a vital role in this context. It is to be hoped that Japan, for one, will use its tremen- 
dous influence and position as a major economic power in the world to initiate 
and concretize some constructive thinking and action among developed coun- 
tries on the issue of enhanced resource flows to developing countries. 

An integral part of this exercise should be an immediate search for ways 
and means of alleviating the intolerable burden of debt being experienced by 
many developing countries. The major developed countries can no longer create 
and endorse international debt strategies designed primarily to safeguard their 
own banking interests. A debt strategy which leads year after year to the 
sacrifice of growth is unsustainable. Interest payments alone accounted for 30 
per cent of exports of goods and services in the Western Hemisphere in 1986. 
The corresponding estimate for Africa is 12.3 per cent. The harsh and painful 
adjustment efforts made by debtor nations have fallen hardest on the most 
vulnerable among their people. Moreover, there are obvious signs that, while 
suck measures have only helped create a larger mass of impoverished people, 
the burden of external debt has not become any lighter. 

There is now a wide and growing consensus among the staff of international 
financial institutions that unless urgent measures are taken to reduce the burden 
of debt service, the prospects for the revival of economic growth in the debt- 
ridden countries will be seriously undermined. However, the forces of inertia 
and those defending the status quo are still very strong. Concerted efforts are 
needed to evolve a more balanced and viable international debt strategy. 

The experience of the 1970s and 1980s clearly brings out the severe limita- 
tions of an approach which relies heavily on the private commercial banks to 
meet the bulk of the requirements of external development finance. In the in- 
terest of greater stability, predictability and more efficient use of available 
resources, international financial institutions must assume a much larger role 
in meeting the requirements of development finance. These institutions have 
the responsibility to promote a more rational and equitable allocation of global 
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savings. However, both for want of adequate resources and the ideological pre- 
judices of some powerful countries, they have been prevented from playing their 
due role. There has been a sharp reduction in the net transfer of resources from 
these institutions to developing countries at the very time when the need for 
external financial support has increased significantly. It is hoped that the recently 
approved increase in the World Bank's capital resources and in the resources 
available to the IMF for lending under its Structural Adjustment Facility marks 
the beginning of a new constructive phase in the evolution of these organizations. 

A substantial increase in the flows of development finance will require some 
innovative mechanisms to tap the international capital markets. The objective 
should be to reconcile investors’ legitimate requirements for a reasonable and 
secure rate of return and the debtors’ need to avoid an unsustainable debt-service 
burden. In the 1960s there was considerable discussion of such new mechanisms. 
The Horowitz proposal was one of these.’ Since real interest rates in the inter- 
national capital markets are still very high by historical standards, the need for 
such mechanisms is much greater now than in the past. 

However, the time has come to begin searching for more automatic sources 
of revenue for financing high priority activities on the international develop- 
ment agenda. Now that arms control negotiations are beginning to yield positive 
results, there is a need to pursue with vigor the idea of setting up a Disarma- 
ment for Development Fund. Additionally, there is a need to explore the scope 
and viability of a system of international taxation involving a small tax on selected 
international transactions for financing high-priority development activities. 

It is recognized that in the changing world context, direct foreign invest- 
ment may hereafter become a more important source for meeting the capital 
requirements for development. The establishment of the World Bank-sponsored 
Multilateral Investment Guarantee Agency (MIGA) which became effective in 
April 1988, by providing guarantees for eligible investments against losses from 
non-commercial risks, could accelerate the flows of direct investment to develop- 
ing countries. However, if the direct investment relationship is not to become 
a source of new frictions in years to come, it is necessary to look beyond this 
measure. There is a need to evolve an international code of conduct which clear- 
ly spells out the rights and obligations of transnational corporations as well as 
of governments of developed and developing countries. Much technical work has 
already been done in this area within the UN system. Further progress is linked 
to the exercise of political will. 

Reduced uncertainty about international flows of long-term capital and 
greater predictability in the international trading environment are the basic in- 
gredients of any viable global strategy for development cooperation. However, 
it must be recognized that since the early 1970s, the world economy has been 





4. This proposal, made at the UNCTAD Conference in Geneva in 1964, envisaged the World Bank using funds 
borrowed on commercial terms from private investors to provide concessional loans to developing countries through 
the International Development Association (IDA), the difference being subsidized through regular payments by 
developed countries to an ‘interest equalization fund. 
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characterized by a considerable increase in the uncertainty and instability of 
exchange rates, interest rates and trade flows. This growing uncertainty of the 
international economic environment has had a debilitating effect on development 
and its intensity has increased very considerably in the 1980s. Basically, this 
uneertainty is a direct result of the failure of major developed countries to coor- 
dinate their macroeconomic policies. Developing countries have no influence on 
these macroeconomic policies yet they suffer most due to the non-optimality of 
these policies. It is therefore entirely appropriate to devise suitable international 
mechanisms to protect developing countries against the disruptive consequences 
of a volatile international economic environment. 

The protection of development programs against unexpected deterioration 
in the international economic environment had received a good deal of atten- 
tion in the 1960s. The introduction of the CFF by the IMF in 1963 was partially 
a response to this need. However, it was recognized that the problem had a much 
larzer dimension and therefore there was need for a more basic reform. As a 
result, the World Bank formulated a scheme of Supplementary Financial 
Measures designed specifically to protect the integrity of sound development 
programs in the face of an unexpected deterioration in the international economic 
environment. However, the rapid expansion of world trade in the 1960s reduced 
the urgency of action in this matter. With the increased uncertainty and unpre- 
dictability of the international economic environment in the 1980s, it is necessary 
to revive interest in the proposal for supplementary financial measures. 

In this context, it is necessary to reassess and expand the scope of schemes 
such as the IMF’s CFF and the EEC’s STABEX. The CFF was originally designed 
as a quasi-automatie facility with very low conditionality. In the 1980s, under 
the ideological pressure of some developed countries, the IMF had to increase 
very substantially the conditionality associated with drawings under this Facility. 
Aczess limits have also been reduced. As a result, the stabilizing role of the Facili- 
ty in the face of unexpected shortfalls in export earnings has been greatly 
reduced. It is necessary to reverse this retrogressive step. 

Foreign exchange reserves help to safeguard a country’s import capacity 
in ace of an unexpected reduction in exports or a sudden increase in imports. 
However, reserves can be built only on the basis of larger export surpluses and 
most developing countries find it an extremely costly device for protecting their 
eccnomies. In this context, the role of Special Drawing Rights (SDRs) created 
by the IMF to meet the needs of international liquidity merits a fresh look. The 
original idea of making the SDR the principal reserve asset of a reformed inter- 
national monetary system has not gained general acceptance. Instead, the world 
seems to be moving in the direction of a multiple reserve asset system centered 
on the U.S. dollar, the German mark and the Japanese yen. Yet, the postwar 
experience does not detract from the basic soundness of the proposition that 
the global stock of international liquidity ought to be managed collectively, taking 
into account the needs of the world economy as a whole. As and when interest 
revives, as it is bound to, in issues relating to a reform of the international 
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monetary system, the future role of the SDR and the criteria for its allocation 
and use for collectively agreed international purposes will require re-examination. 
‘Admittedly, the process of reform is likely to be slow. However, there is 
scope for gradual evolution of the present system in the desired direction. The 
role of the SDR even as a supplementary reserve asset has been greatly under- 
mined by the failure of the IMF to agree on substantial fresh allocations. The 
fear that allocations of SDRs in modest amounts can fan inflationary expections 
has never been very credible. At the same time, a modest regular increase can 
enhance considerably the status of the SDR as a reserve asset. Moreover, there 
is a strong case to review the present arrangement for the allocation of SDRs. 
Allocations to various countries are proportional to their respective quotas in 
the IMF. As a result, the largest proportion of SDR allocations goes to developed 
countries which can afford to add to their reserves, should they wish, by larger 
export surpluses. An international agreement to allocate a modest amount of 
SDRs on a regular basis only to developing countries will constitute a step for- 
ward in the direction of a more equitable international monetary system. 

The 1980s which have witnessed the steepest fall in commodity prices for 
the last 50 years have also been characterized by total inaction to stabilize the 
commodity economy. As a result, deflationary impulses in the world economy 
have acquired added momentum. However, it is hoped that the expected opera- 
tionalization of the Common Fund for Commodities marks the beginning of a 
new more promising chapter in the evolution of international commodity policy. 
International commodity agreements can help to reduce the excessive instabili- 
ty and uncertainty that characterize the prices and export earnings of com- 
modities. However, progress in this area will require a change in the attitude 
of major developed countries. In the long run, it might be desirable to have an 
international coordinating agency overseeing the operations of various stabiliza- 
tion schemes so as to bring about a measure of consistency in their operations. 

The decade of the 1980s has experienced a marked rise in the protectionist 
sentiment in major developed countries. Very often, their protectionist measures 
have been specifically directed at products in which the developing countries 
have a strong export interest. This discriminatory protectionism is inconsistent 
with the provisions of GATT and yet its intensity has increased. At the GATT 
Ministerial Meeting in Punta del Este in September 1986 the contracting par- 
ties pledged themselves to a “standstill” and “rollback” of protectionism incon- 
sistent with the provisions of GATT.5 Unless this commitment is firmly 
honored, development prospects wil] remain highly unfavorable. 

The United States and the European Community (EC) constitute the two 
largest trading blocs in the world. In both of them, protectionist sentiments are 
on the increase. In the United States, the new trade bill recently passed by the 
Congress had strong protectionist overtones though much will depend on the 





5. “Standstill” refers to the avoidance of new protectionist measures while negotiations are in progress and 
"rollbaek" to the phasing out of existing ones. 
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manner in which the new U.S. administration might choose to apply its various 
prcvisions. There is a danger that bilateral approaches for dealing with trade 
issues such as through the recently concluded U.S.-Canada Free Trade Agree- 
ment may be used more aggressively to include countries such as Japan and 
Mexico. In Europe, the sentiment favoring "a fortress Europe" has considerable 
appeal, and this temptation may increase as the Community approaches 1992 
when all the remaining intra-EC barriers to the movement of goods and factors 
of production will be removed. Determined international measures will be 
necessary to prevent a further fragmentation of the world trading system. 

The Uruguay Round of GATT negotiations provides a unique opportunity 
for the international community to reaffirm its faith in an open, non- 
diszriminatory, and rule-based multilateral trading system and commitment to 
helping developing countries to take full advantage of international trading 
opportunities. Specifically, concerted efforts are needed to improve market access 
for tropical produets, textiles, clothing and other products which figure prom- 
inently in the export basket of developing countries. In the previous GATT 
rounds, these product groups have not received the attention they deserve. A 
period of slow overall growth of world trade which is now clearly on the horizon 
makes it all the more necessary that every possible opportunity should be pro- 
vided to developing countries to enable them to increase their share of world 
trade in areas where they have a competitive edge. 

Taking into account the growing influence of technology on development 
prccesses, a new international consensus needs to be evolved to give the develop- 
ment needs of poor countries prominence on the global agenda for research and 
development. New frontier technologies can have a revolutionary impact not 
only on production levels but also in promoting the ecologically sound and sus- 
tainable use of such scarce resources as land, water and energy. There is thus 
a need for innovative collaborative mechanisms to integrate science and 
technology effectively into the development processes of the Third World. 
Developing countries need active international assistance to enhance their 
technological capacities. An internationally agreed code for the transfer of 
technology, on which substantial work has already been done in UNCTAD, would 
corstitute a positive step forward. 

The slowing down of the engine of growth in the North makes it all the 
more essential that developing countries should fully exploit the potential for 
the expansion of South-South trade and economic cooperation. The emergence 
of a group of newly industrializing economies in the Third World has given rise 
to new complementarities which could be the basis for a substantial expansion 
of South-South economic cooperation. International financial institutions ought 
to play a more active role in promoting the expansion of trade and economic 
cocperation among developing countries. Lack of information, inadequate physical 
infrastructure in transport and communications, and the absence of viable finan- 
cial and payments arrangements constitute the major obstacles to the expansion 
of intratrade among developing countries. International financial institutions can 
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be legitimately expected to devote a part of their resources to the promotion 
and enhancement of South-South trade and economic cooperation — a strategy 
that will tap and help exploit the considerable unused productive capacity of 
developing countries and in the process also benefit the global economy. The 
regional development banks can play a very important role in this matter. 

To conclude, sustained development in the Third World requires determined 
international action to end the retrogression in development cooperation which 
has taken place in the 1980s. The persistence of slow growth in developed coun- 
tries and the continued sluggishness of world trade make it all the more necessary 
that concerted international measures are adopted to revive and sustain the 
development momentum in the Third World. Clearly, there is urgent need for 
a sharp break with the complacency and negative thinking which have thus far 
prevailed in the 1980s and which have proved to be exceedingly costly in terms 
of their impact on the pace of development and social progress in a large number 
of developing countries. 

International economic relations are basically a reflection of power relations. 
As such, one cannot be confident that in these matters a truly rational view based 
on the needs of the global economy as a whole will necessarily prevail over nar- 
row national concerns. However, there are reasons for optimism. After decades 
of confrontation, the world seems to be entering an era of negotiations and arms 
control. There are signs that in international cooperation the boundaries of the 
possible are expanding. It is therefore to be hoped that the new phase in the 
management of international relations will see a renewed commitment to evolv- 
ing truly global strategies to secure our planet against the fear of war, want 
and exploitation. 

Mrs. Indira Gandhi often used the quotation:"Development is the new name 
for peace". Thus, international cooperation for development is an essential com- 
ponent of any global design for a more secure and peaceful world. 


Policy Relevance of Development 


Economics Revisited 
Hiroshi Kitamura* 


he state of development economics has recently been the subject of a 

great deal of discussion. This debate has been initiated by Albert 

Hirschman’s illuminating paper which traced the extraordinarily 

productive tensions surrounding the birth of a new subdiscipline of 
economics, called “development economics”, up to several factors leading to its 
inevitable decline. Since the decline could not “be fully reversed", the end 
result had to be the demise of a separate branch of economics.? This was 
welcomed by an ideological stream of the time, the anti-Keynesian counter- 
revolution, as “conducive to the health of both the economics and the economies 
of developing countries”, because the subject was wrong and dogmatic and a 
hindrance rather than a help to our understanding of the development problems, 
let alone policymaking for economic development.’ 

Interest in a scientific activity usually dies out, when the problem itself 
disappears or when the problem proves practically insoluble. The problems con- 
nected with the continued existence of the developing Third World and the en- 
suing North-South problem complex are, however, still of immediate urgent in- 
terest to the world as a whole, as testified by the proceedings of Summit meetings 
in recent years, and in view of the past achievements in development, solutions 
to them are not considered in principle to be beyond our reach. Thus, there is 
no prima facie reason why scientific interest in development problems should 
now flag. In fact, the decline in the popularity of development economics may 
be seen in the difficulty of filling chairs in development economics in Western 
universities or of attracting a large number of American Ph.D. students to the 
sukject, but the changes in the budgets for foreign aid and in the priorities in 
the use of foundations’ money are strictly phenomena motivated by factors in 
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the "advanced industrial countries of the West”;4 we cannot speak of the de- 
cline in a scientific activity from a cosmopolitan point of view. Even as far as 
advanced countries are concerned, neither the attendance at an annual session 
of the Development Studies Association in the United Kingdom nor at a special 
session of the American Economic Association devoted to the discussion of 
economics of development reflects any decline in the interest in development 
economics. 

It is possible to find symptoms of the decline of our subdiscipline in the 
recently reduced rate of offering new exciting development theories, compared 
with the 1950s and 1960s, but this lowered productivity may correspond to the 
need for absorption of past innovations in preparation for a new rise in creativi- 
ty. A scientific field should not be abandoned altogether because it has been 
rather sterile in producing a brilliant new idea for a decade; the output of scien- 
tific innovations may be subject to fluctuations.’ ` 

The diagnosis of the decline or demise in development economics may thus 
refer to the special kind of development economics of Hirschman's classification. 
According to Hirschman, development economics is characterized by the rejec- 
tion of the claim of a single economics, arguing that special features of the 
economic structure of the developing countries make an important portion of 
orthodox analysis inapplicable and misleading. Another characteristic of 
Hirschman’s development economics is the thesis of harmony of mutual benefits 
between the developed and developing countries. This makes the participation 
of Western economists in the operations of foreign aid and international economic 
reforms possible. In addition to the political disasters striking many countries 
in the Third World, in Hirschman’s view, this category of development economics 
is in decline because of a combined onslaught from both traditional economics 
and neo-Marxist economics. Obviously, development economics was highly 
vulnerable to the criticisms from the neoclassical camp because considerable con- 
cessions were already involved in its own equilibrium principle in relation to 
traditional theory in the spirit of the prevailing neoclassical synthesis of the 
Keynesians. And the charge from the neo-Marxist dependency school could easily 
demolish the unity of the theoretical construct because it was doubtful from the 
outset whether development economics universally maintained the mutual 
benefit thesis. 

Even if Hirschman’s observation holds in its historical implications, there 
will be room to question whether his diagnosis is applicable to the whole of 
development economics as appropriately interpreted as a branch of economics 
applied to the problems of developing countries. In fact, the majority of develop- 
ment economists thought that the “obituary may be premature”,® and were 
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positively engaged in the search for a new agenda for development economics, 
starting from the assumption that the “news of its death had been exag- 
gerzted"." The consensus on the central role that the discipline of development 
economics has to play in the field of economic growth of developing countries 
has not been shaken, even when the anti-Keynesian counter-revolution joined 
the rank of the executioners of the death sentence for development economics. 
This article reviews the rise and fall of development economics as narrated 
by Hirschman and draws some lessons in regard to the approach to economic 
development. It then relates these lessons to the so-called “crisis of economic 
theory" which seems to suggest the future direction in which economics may 
legitimately aspire to be a relevant social science. Finally. this article offers some 
concluding observations on economic analysis and development policy. 


In the Context of the Keynesian Revolution and 
Anti-Keynesian Counter-Revolution 


The rise and decline of development economics in Hirschman’s sense can, 
in retrospect, be considered a part of the historic rise and decline of Keynesian 
economics. The circumstances of the birth of development economics are quite 
interesting and reveal a common environment in which doctrines are formed. 
It is true that even at the outset, development economists were acutely aware 
of the differences between the structural “disguised” underemployment in 
developing countries and the demand-constrained short-term unemployment in 
developed countries in the Keynesian sense. But a very important contribution 
of Keynes in helping to establish the subdiscipline of development economics 
consisted in breaking down the idea of a universal economic science or model. 

As Hirschman emphasized, the Keynesian step from one to two economics 
was crucial: “Keynes had firmly established the view that there were two kinds 
of economics: one — the orthodox or classical tradition — which applied to the 
‘special case’ in which the economy was fully employed; and a very different 
system of analytical propositions and of policy prescriptions that took over when 
there was substantial unemployment of human and material resources”.® Once 
this happened, the path for development economics was cleared. 

The important element in the development of economic doctrines was, 
however, not the question of mono-economies or duo-economics, i.e., the number 
of possible economic systems. Keynes, insisting on looking carefully at how 
certain key markets actually worked, had to deviate from the traditional assump- 
tior of orthodox economics that every market somewhat instantaneously clears 
at an appropriate set of prices. This is the origin of his concept of unemployment 
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equilibrium, i.e., equilibrium with less than full employment of resources. Or, 
in terms of the basic structuralist proposition, it may be said that markets for 
certain important goods and services do not exist and that, in evaluating the 
performance of other markets that do exist, the phenomenon of “missing 
markets” has to be taken into account. 

In a similar vein, development economists had to give up the central assump- 
tion of neoclassical theorizing that markets always clear or that markets are 
pervasive. They had to revise the premises of accepted economic theory to make 
the theory relevant to the conditions of developing countries with a different 
social system and economic structure from the Western type of society and 
economy. They were justified to question the relevance of the smoothly fune- 
tioning market-price system of neoclassical economics for the poor countries. 
Instead, they adopted a more structuralist approach to development problems, 
arguing that central problems of economic development cannot be solved by 
the price mechanism alone, left to itself. Specific rigidities, lags and other 
characteristics of the structure of developing economies were identified which 
would affect the process of economic adjustments or result in some supply bottle- 
necks arising from imbalances in the production structure. 

So began the structuralist tradition of development economics; a tradition 
whose methodology had much in common with Keynesian economics. Fundamen- 
tal to the very idea of the need for development was the general Keynesian ob- 
jective to make economic reality conform more closely to the economic poten- 
tial, i.e., it was possible, indeed necessary, by macroeconomic policies and where 
necessary by government intervention, to activate economic potential which the 
market mechanism may allow to go to waste. This belief is now shared by all . 
economists, including those who would deny the need for a separate develop- 
ment economies, except those dogmatic believers in the market equilibrium which 
is identified with the social optimum, who thus exclude any possible gap between 
the potential and actual gross national product (GNP). To that extent, the general 
Keynesian heritage is now a necessary and indispensable ingredient of contem- 
porary economies: "The very idea of macro-economic policy is a legacy of the 
Keynesian revolution"? 

Within the Keynesian legacy, the basic idea of economie management and 
the traditional advocacy of the market mechanism were not regarded as mutually 
exclusive, as the naming of the neoclassical synthesis explicitly suggests. In the 
heyday of Keynesian economies, in the 1960s at least, the dominant position did 
not admit any serious rupture from the central corpus of traditional theorizing. 
Referring to Polanyi's basic insights, we may interpret the ideational position 
of Keynesian economies in following terms: the primacy belongs to society to 
whose needs and rules the market is subservient; it is not the market's function 
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to usurp the role of determining the social seale of hierarchy and priorities.!9 
If some problems facing society exceed the ability of the market mechanism to 
solve them, active intervention by the government is fully justified. Thus, there 
is no a priori reason to say whether a big or small government is desirable; the 
relative size of the government depends entirely on the needs of society in par- 
ticular situations, which determine the agenda of the government. 

In whatever terms the position can be justified, there is no doubt that 
avoiding a direct confrontation with the neoclassical tradition weighed heavily 
upon the continued viability of the “new economics”. It was argued that the ma- ` 
jor weakness of Keynesian economics was in its microfoundations, i.e., that 
macroeconomics was not securely grounded in microeconomic theory — the tradi- 
tionzl equilibrium theory of supply and demand. It is true that Keynesian 
economies is currently in trouble because it has started with a macroeconomic 
premise which is hardly consistent with the market clearing view of 
microeconomic theory. 

Even accepting that there is an irreconcilable confliet between the macro 
and micro parts of economic theory, the question remains which part is wrong 
and requires reformulation. Does the Keynesian revolution ultimately fail because 
it has tried to graft an inconsistent macroeconomic edifice to the essentially sound 
microeconomic foundation, as the neoclassical economists would argue? Or, does 
the »roblem lie in exactly the opposite failure of Keynesians to construct a 
microeconomic theory upon which their relevant macroeconomic analysis could 
rest? If the latter is correct, so argue Keynesians, then it is microeconomic theory 
that needs to be reformulated and macroeconomic problems will not be consistent- 
ly sclved until some fundamental reform occurs in market equilibrium theory, 
or what Thurow calls "equilibrium price-auction view of the world”.!2 

Similar reasoning applies to development economics. the birth of which was 
traced by Hirschman to the Keynesian revolution. In that connection, the realistic 
orientation of the Keynesian approach to the market functions was emphasized: 
the hypotheses and premises in Keynesian economics should conform to reality. 
This postulate forced development economics to give up the pervasive and clear- 
ing markets assumptions of traditional theorizing. But, just as Keynesian 
macroeconomics failed to construct a secure "new economics" by critically refor- 
mulating the microtheory of social behavior, "what emerged as ‘development 
ecoromies' was no more than a 'makeshift' arrangement in reorganizing the 
conceptual frames of those who came to enquire into the causes of arrested 
growth of the underdeveloped parts of the world" 12 As the critical appraisal 
of equilibrium assumptions did not go deep enough to accomplish a radical 
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departure from neoclassical microeconomic tradition, there was sufficient room 
for the recent anti-Keynesian counter-revolution to argue that “getting prices 
right” will by itself create an appropriate macroeconomic framework for growth 
and development. If the well-functioning market mechanism can lead to social 
optimum, providing all preconditions necessary for growth, there will remain 
no positive job for the state to accomplish. Thus, the "dirigiste dogma" became 
the target of heavy attacks by the anti-Keynesian counter-revolution in develop- 
ment economies.14 To this, Toye replies: "The neo-classicals have done well to 
insist that the development economist cannot make macro-economic techniques 
substitute for micro-economic. But equally, the substitution of micro-economic 
for macro-economic is not possible”.15 

The attempt to substitute microeconomic policy prescriptions for 
macroeconomic growth policy will be of little avail to solve growth problems. 
Even if the market mechanism is restored to its full effectiveness, this can only 
make sense and lead to actual growth and development after an appropriate 
macroframework has been established. 

Although Keynes's realistic orientation underlay the original claim of plural 
economics, we have argued that the “number of economics” is of little impor- 
tance. Observations of significant deviations from the market-clearing assump- 
tions of traditional theory may be identified first in structural rigidities of 
developing countries, but may later be found equally applicable in the context 
of developed industrial economies, as for example, the structural or cost-push 
aspects of inflation. To that extent, development economics may provide addi- 
tional opportunities for re-examining assumptions of general economics. 

Of greater importance was the closeness of development economics, as 
conceived by the pioneers of this subdiscipline, to the specific conditions of 
developing countries. In contrast to the neoclassical theoreticians who focused 
on the validity of deduced statements, the development economists from the 
outset claimed that their hypotheses themselves must correspond to reality in 
order to derive realistically relevant policy prescriptions. In the course of almost 
40 years that elapsed since the birth of development economics, some theoretical 
constructions of permanent interest have arisen which violated neoclassical 
market-clearing postulates. In addition to pragmatic contributions to heightened 
rates of economic growth in many developing countries, economic development 
has been a field full of intellectually lively interest and ideologically rewarding 
activity, sufficient to compensate for occasional setbacks. 

Now, we are faced with the challenge of anti-Keynesian E 
against what is construed as “dirigiste dogma”. Executing the death sentence 
over development economics, it purports to deny the relevance of development 
economics to the policy problems of growth and development. Going one step 
further, it would argue that the policy prescriptions of development economies 
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with reliance on government intervention are positively harmful to the cause 
of growth, because they violate the principle of individual optimization. In order 
to meet adequately these claims, it would be necessary to relate the fluctuations 
of Keynesian revolution and anti-Keynesian counter-revolution with the recent 
series of “crises of economic theory”. 


Development Economics in Changes in the Tide of Opinion 


While speaking of Keynes, Schumpeter emphasized the need to distinguish 
an “apparatus” as techniques of economic analysis from a “vision” as a set of 
ideas underlying the system of economies.16 Schumpeter’s concepts may be 
broadened beyond the recognition of the context to suit the following argument. 
Economic analysis is composed of two components, insofar as it is intellectually 
useful and effective and socially powerful. The first is a central system of 
analytical techniques, perfected in the course of history and passed down from 
generation to generation. Despite appearance to the contrary, economists 
disagree among themselves about the usefulness of these techniques much less 
than is generally believed.” Since economics is a non-experimental science with 
little work being done in the laboratory, the relative size of the area of 
agreements must be smaller than in experimental sciences, but the importance 
of analytical techniques as common property of the profession should not be 
minimized. Keynes once compared the technical work of economists as specialists 
with that of dentists: “If economists could manage to get themselves thought 
of as humble, competent people, on a level with dentists, that would be splen- 
did!”.18 Here, the economists are portrayed as specialists and technical experts 
in search of causal relations in the narrow economic sphere. 

Economic theory relies on abstraction from reality rather than on laboratory 
experiments. It is considered a technician’s job to predict the consequences of 
an event, starting from a simple hypothesis or premise abstracted from excessive- 
ly complex reality. The system of knowledge accumulated in the process of 
development of traditional economics is of great help to this task, including, for 
instance, those about the reaction of economic agents on changes in price. The 
problems of various economic incentives as well as constraints on the supply 
side of goods were intensively explored by classical economists, rather than by 
neoclassical economists of later years.!? Lewis includes among the basic tools 
of economics the “Quantity Theory of Money”, or more correctly the relations 
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between money supply and general price level, in addition to the relationships 
between supply and demand 29 

Admittedly, the analytical work of economists as technicians may be signifi- 
cant and useful. However, it is the second component relating to visions or ideas ` 
which support the system of economies in particular situations that gives 
economics relevance to the solution of social problems. This is the field of ap- 
plied economies, in which the technical tools of economic analysis are put into 
use to achieve effective solutions of urgent policy issues. To the extent that such 
solutions corresponding to the prevailing value norms can be achieved, the ideas 
and ideologies are accepted and evaluated; if not, the ideas and ideologies are 
given up, leading to changes in the ideational streams. In applying economic 
analysis to pressing policy problems, however, it is not only the economic fac- 
tors that have to be considered in the system, but analysis must also cover the 
non-economic conditions about which there is a greater degree of disagreement 
among economists. 

It is in connection with the second component that the question of the 
relevance of economic science to the pressing problems of society must be 
answered. The hallmark of relevant economies must be its closeness to social 
reality, and this involves a fundamental re-examination of the theoretical struc- 
ture of economies. For instance, contrary to the prevailing trend, deduction 
should be subordinated to induction; the aim is first to discover empirical 
regularities, rather than to deduce conclusions only from first principles.?! It 
is recognized that the "same question requires different answers at different 
times or in different places, and cannot therefore be answered without reference 
to circumstances” .22 

The same reasoning applies forcefully to the relevance of development 
economics. For development economics does not entail “any pre-packaged in- 
tellectual tool-kits labelled ‘Third World Economics'.... Development economics 
is rather the practice of applying relevant concepts and theories of economic 
analysis to the study of the process of development.... To analyse it (develop- 
ment) requires a thorough knowledge of the particular circumstances of the time 
and place where it is occurring”.25 This means that development economics has 
to be closely related to historical analysis and be based on an extensive typology 

of the development of countries. It also means that increasing attention has to 
be paid to economic institutions and social, political and religious rules that must 
be approached through the disciplines of political science, sociology and social 
psychology. f 

Planning may exemplify the relevance of the second component of develop- 
ment economics. Suppose that the general direction of development of a society 
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canrot be left to the market, because the market decision involves an excessive 
degree of inequality between groups. A value norm inclined toward egalitar- 
ianism plays a decisive role. Then, although every effort is made to use the price 
and reward incentives to raise productivity, a few grand decisions relating to 
key elements of resource allocation will be reserved to public policy. In fact, the 
planning experience of many developing countries tends toward some kind of 
a combination of price mechanism and public policy. f 

Therefore, development economics was fully justified in departing critical- 
ly from the pervasive market-clearing assumptions of neoclassical economic 
thecry. Because of its exclusive emphasis on individual motivations and actions, 
the traditional economies tended to neglect the total movements of society as 
a whole. But, economic growth and development is nothing less than the total 
social achievement of a higher productivity and consumption which is by no means 
based on only the individual optimal allocation of resources. It is highly instruc- 
tive to note that Hla Myint who used to stress the effective use of market 
mechanism for the analysis of economic growth has now felt the need to em- 
phasize the “limitations of the formal neo-classical theory”, in order to explain 
the real driving force of growth.*4 The static scheme of individual optimization 
could not do justice, for instance, to Japan’s postwar growth performance in the 
long-term perspective. 

This seems to suggest in broad lines the directions in which development 
economies should develop in the future. First, development economics should 
be focused on “social provisioning of goods and services”, including production, 
distribution and consumption, rather than individual satisfaction. Second, as 
for she factors determining the level of social provisioning, Hla Myint emphasized 
the “organisational framework and the process of mutual interaction between 
economic policies and economic institutions".?9 Rather than concentrating on the 
traditional concept of tangible assets as capital, this may mean that, following 
Veblen’s suggestion, greater attention should be given to the "joint stock of 
technological knowledge and intangible assets of the community”.2? Obviously, 
the scope of economics must be radically widened. 

One important component in this process of expansion of the scope of 
economics is the ideology, or the value premise underlying doctrines of develop- 
ment economics, which cannot be possibly regarded as having no influence on 
the social acceptance of a given doctrine. In this connection, it is significant that 
the anti-Keynesian counter-revolution chose the Brandt Commission — the 
Independent Commission on International Development Issues under the chair- 
maaship of Willy Brandt — as the target of attack; as the "most recent and 
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influential statement” of the dirigiste dogma.28 The Brandt Commission strong- 
ly favored the harmonizing of interest between North and South in the 
framework of a global welfare world; it proposed a “new order based on greater 
international justice..., (requiring) nation states to be concerned about the less 
fortunate (poor) members of such a society”.2® By choosing the Brandt Commis- 
sion as its arch-enemy, the conservative counter-revolution has now explicitly 
stated that it takes a diametrically opposed position to that of the Keynesian 
revolution in the matters of social value norms. 

Keynesian economies was born out of the Great Depression of the capitalist 
market order; it was surrounded from the outset with the ideas of social justice 
and the welfare state, including a variety of practical proposals to cope with 
failures of the market. The period of its dominance was colored by Fabian 
socialism in Great Britain, social democracy in Western Europe and the New 
Deal liberalism in the United States. In contrast, the anti-Keynesian counter- 
revolution marches under the banner of laissez-faire ideology according to which 
the market should be supreme in dictating the hierarchy of values on society. 
The market does not recognize any.authority derived from outside, not even 
the moral authority of society. “For neo-classical economics, the question of justice 
tends simply to disappear from sight.”8? Periods of economic freedom and 
limited government happen, therefore, to be at the same time periods devoid 
of "any social restraints of justice" 21 

The fate of development economics in terms of social acceptance and in- 
fluences is now seen as inseparably combined with the fluctuation of social "tides 
of opinion" regarding Keynesian and anti-Keynesian economics. It would 
therefore be appropriate to briefly survey the recent intellectual movements 
in economics, to the extent that they are reflected in the so-called Keynesian 
revolution and anti-Keynesian counter-revolution. In regard to the importance 
of these tides of opinion for social influences of particular economic doctrines, 
Friedman, one of the intellectual leaders of the current counter-revolution, said: 
“A tide of opinion, once it flows strongly, tends to sweep overall obstacles, all 
contrary views. Equally, when it has crested and a contrary tide sets in, that 
too stands to flow strong".3? In emphasizing irresistible forces of the prevail- 
ing “tide of opinion”, Friedman seems to admit the possibility that the current 
tide of economic liberalism crests and gives place to a contrary tide. But, what 
determines the direction of the tide at particular times, to give to the intellec- 
tual movements a character a little more than simple fads? 

Preceding Friedman by a decade, Johnson, another pioneer of the conser- 
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vative counter-revolution, said in his Richard T. Ely lecture: “New ideas win a 
public and professional hearing, not on their scientific merits, but on whether 
or not they promise a solution to important problems that the established 
orthodoxy has proved itself incapable of solving".33 As Johnson saw it, the 
secret of the Keynesian revolution's success was not its scientific merit, but the 
promise Keynes provided to cure the unprecedented unemployment of the 1930s 
when the traditional economic theory seemed unable to explain, let alone combat, 
it. However, parallel to Friedman's case, the corollary of Johnson's argument 
mus; be accepted: the success of any counter-revolution is also based on the same 
non-scientific considerations. If the success of the current tide of economic 
liberalism and monetarism is not based on its scientific merit, but derives from 
its promise to solve an apparently insoluble problem — the problem of acceler- 
ating inflation — without reducing output, the possibility cannot be precluded 
that the intellectual climate may now turn again in favor of an economic doc- 
trine less dogmatic on the agenda of governments and more enlivened with the 
spirit of social justice.94 

Looking back to the postwar development of economics, we may start from 
the birth of Keynesian economics out of the first "crisis of economic theory” in 
the 1930s. The triumphant Keynesian economics was, however, smoothly 
absorbed into a neoclassical synthesis, neglecting the systemic needs for inter- 
nal consistency. In about 1970, the conflict led to the second “crisis of economic 
thecry” (Joan Robinson), involving a fundamental re-examination of the concept 
of economic growth in terms of environmental harmony, quality of life and social 
equity. It looked as if Keynesian fundamentalism would claim a legitimate place 
in Keynesian orthodoxy for a time, but toward the end of the 1970s the anti- 
Keynesian counter-revolution in the forms of monetarism, rational expectations 
and classical macroeconomics began to undermine the predominance of Keyne- 
sian economics. The victory of conservative forces at the political level in a few 
leading democracies was an important turn of the tide, reflecting the underly- 
ing intellectual movements in economics. 

Now, there are increasingly influential views among economists that em- 
phasize an imminent third “crisis of economic theory” at a global level. Economic 
policies of the conservative counter-revolution, especially those of the United 
States, have by the middle of the 1980s intensified the domestic problems of 
budget deficits and the external imbalances of the world economy to such an 
extent that a purely market solution is no more available for the present prob- 
lems. President Reagan himself had to declare the end of “Reaganomics”, and 
‘the worst of international market instability can be fended off only by cooperative 
intervention of national governments which should have been precluded by the 
conservative counter-revolution. Or, we may say with Polanyi that society had 
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to strike back against the market which usurped the role of international socie- 
ty in setting up the moral standard of government cooperation. In this third 
“crisis of economic theory”, the methodology of the neoclassical system itself 
is made the target of criticism. It is the most critical crisis of neoclassical 
economics in the sense that it is very close to Kuhn’s "paradigm shift".35 

This is not the place to venture a final judgment about the correctness of 
the diagnosis on the intellectual perspective of the present and the future. What 
can be predicted with confidence is that, when such a turn in the tide of opinion 
occurs in the face of the present crisis, development economics will be an essen- 
tial part of the economics of the future. The question of relevance of develop- 
ment economics must be considered, despite the sweeping indictment by the 
anti-Keynesian counter-revolution, with the knowledge that, whether the third 
crisis is imminent, a large section of professional thought is still convinced that 
the future of development economics belongs to the new direction of social 
development in which economic science at least will pursue the old and new ob- 
jective of inereased welfare of the people on the premise of social justice. In this 
sense, development economics retains its policy relevance. 


Economic Analysis and Development Policy 


The question of policy relevance of development economics cannot be en- 
tirely divorced from the question of relevance of economics in general. The social 
reputation of the economie profession suffers considerably from the existing gap 
between good economic analysis and good policy advice. It is often observed that 
a good economic adviser is not a trained technical economist, while some of the 
most high-powered analysts perform no better in practical matters than a good 
undergraduate with common sense. Why are economists not listened to?86 

Part of the answer may lie in the fact that economists in general are not 
capable of reaching agreement on the diagnosis of, and hence the solutions to, 
the pressing policy issues of society. But, if the lack of agreement should be con- 
strued as a general failure of economic science, the failure is obviously that of 
confusion between the analytical apparatus of economies and the vision or ideas 
underlying economie doctrines, including ideology. The fact that there is much 
less disagreement among economists on the technical aspects of economic rela- 
tions than generally assumed may help establish the prestige of economics as 
a social science. The real problem of policy relevance is thus closely related to 
the vision of economists on the view of the world that "ought to be", and here 
economists are required to approach problems of society partly in a capacity 
that exceeds that of a "narrow" economist. 
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However, how can the vision of social justice, or “soft hearts”, be unified 
with the apparatus of technical analysis, or “hard heads”, in the person of an 
eccnomist? This is a difficult question the solution of which the future of 
eccnomics will depend on decisively. But this is at least one aspect of economic 
science in which development economics is expected to make special contribu- 
tions among other branches of economics. It was suggested that, to increase policy 
relevance, development economics is forced to broaden its horizon to include 

- social, political and other non-economic aspects of policy problems. This expan- 
sion will necessarily involve a “unification of the formal and informal intellec- 
tual sectors”.3T Other tasks on the agenda of development economies include the 
formulation of more rigorous analysis of political economy. It is through such 
aroute of intellectual intensification that development economics may grow “from 
the economies of a special case to a new global economics of shared problems”.38 

Indeed, the question of policy relevance of development economics is in- 
separably related to the question of revitalization of economic science. 
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Agricultural Price Policy in Asia: 


Issues and Areas of Reform 
Ifzal Ali* 


ecognition of the increasing importance of price policy reform in 

agriculture has led to the emergence of a considerable body of literature 

in the 1980s.! The purpose of this article is to: (i) examine the likely 

thrust of agricultural strategy in the 1990s; (ii) analyze the role of price 
policy reforms in implementing that strategy; and (iii) indicate the areas of input 
and output price policy reforms. Agricultural prices play a key role in the effi- 
cient allocation of resources within agriculture and between domestic produc- 
tion and imports. In addition, they influence the allocation of resources between 
the agriculture and non-agriculture sectors. 

Public policy is generally directed at two aspects of geet prices, 
namely, stabilization of prices and changes in their relative structure. Price 
stabilization is concerned with interyear and intrayear fluctuations in prices. 
The main policy instruments include: (i) stock management; (ii) post-harvest pro- 

` eurement; and (iii) open market sales during the pre-harvest peak season. Relative 
price changes include: (i) agricultural prices relative to non-agricultural prices; 
(ii) foodgrain prices relative to non-foodgrain prices; (iii) the product price relative 
to the price of a competing good; and (iv) the output price relative to the input 
price. This article discusses both aspects of agricultural pricing policies. 

Agricultural price policy is a highly sensitive issue in Asian developing coun- 
tries because of its influence on poverty, income distribution, consumption, pro- 
duction and economic development in general. Governments have been reluc- 
tant to leave the provision of adequate food supplies to market forces. Any reform 
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of agricultural price policies needs therefore to be designed in a manner that 
wil effectively safeguard the interests of target groups which governments wish 
to »rotect. 

Given the differences in institutional structures and socio-political environ- 
ment between countries, the nature of appropriate price policy reforms will be - 
country specific. Therefore, in discussing areas of agricultural price policy 
reforms, this article foeuses on issues which are likely to be broadly relevant 
for many of the Asian developing countries. It does not attempt to make specific 
recommendations. The discussion is in the context that agricultural growth in 
the 1990s will be constrained by the availability of public resources which financed 
much of investment in irrigation and expenditure on fertilizer in the 1970s and 
the first half of the 1980s.? The aspect highlighted is that costs and benefits of 
government intervention have to be carefully evaluated so that an appropriate 
mix of market forces and policy intervention influences decision making in the 
agriculture sector. Changes in prices that affect relative profitability could occur 
either through market forces or through government intervention at the sec- 
toral and macroeconomic levels. The areas of price policy reforms described focus 
on these issues. 

This article first highlights the nature of agricultural development that will 
be relevant for the 1990s and the role of price policy. However, before consider- 
ing macroeconomic and price policy reforms, the price policy bias against 
agriculture is examined, providing the setting in which price policy reform af- 
fecting agriculture will need to be designed. Also, issues relating to the timing 
and sequencing of policy reform are discussed. 


Agricultural Development in Asia in the 1990s 


Any discussion of price policy reforms in agriculture needs to be preceded 
by an assessment of macroeconomie constraints and the likely thrust of 
agricultural strategy in the 1990s. Apart from the major impact of agriculture 
on macroeconomic performance in many Asian developing countries, public policy 
intervention in agriculture in terms of investment and subsidies has significant 
mécroeconomic implications for the government budget and monetary policy. 
Tke constraints and objectives underpinning an agricultural strategy will in- 
fluence the form and nature of price policy reforms. 

Three significant macroeconomic features have emerged in many Asian 
developing countries. First, they have borrowed heavily abroad to finance their 
development efforts. This has led to heavy debt-service burdens.’ Second, there 
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has been a steady erosion of public sector resources available for development. 
Third, most countries have been slow to adjust their exchange rates and have 
instead depended on external assistance to meet their growing balance-of- 
payments deficits.” To successfully meet the emerging development challenges 
in the medium term, the Asian developing countries will have to address a 
number of persistent problems. These include: (i) improving economic efficiency 
through poliey reforms which put greater stress on competition and the use of 
markets to allocate resources; (ii) mobilizing additional domestic resources 
through improved tax collection, more prudent expenditure policy and attrac- 
tive savings incentives for the private sector; and (iii) achieving better export 
performance from manufacturing and other non-traditional exports. A precon- 
dition for successfully implementing these three objectives is the adoption of 
appropriate macroeconomic policies, especially regarding exchange rates, govern- 
ment deficits and trade regulation. 

Exchange rates and trade regulation will be considered later; government 
deficits and public resources for development are first discussed. An issue of 
considerable concern in some Asian developing countries is the steady erosion 
of public sector resources available for development. While the burden of debt 
from domestic and external borrowing has grown, the incomes that have accrued 
from investments financed by these borrowings have been small and in some 
cases negative. In addition, the recurrent expenditure resulting from past in- 
vestments has continued to mount. The net result has been that internally 
generated resources available for development are steadily declining. In fact, 
in some developing countries, a stage has now been reached where virtually the 
entire publie sector development expenditure is being financed by domestic and 
external borrowing. À recent study on the performance of the public sector in 
South and Southeast Asian countries indicates that the net rate of return on 
investment of many public sector enterprises is very low or even negative.9 The 
poor performance of publie sector enterprises has worsened the budget deficits 
of some governments. 

The maintenance of domestic financial stability hinges on containing the 
government budget deficit. The external debt problem makes it necessary to 
be extremely prudent in borrowing externally to finance development. On both 
these counts, the availability of publie sector resources for meeting current and 
development expenditures will be severely constrained. 

A major shift in publie intervention policy in agriculture is likely to follow 
from these macroeconomic considerations. Unlike the 1960s and 1970s when 
public investment and expenditure propelled agricultural growth and led to the 
attainment of the threshold of foodgrain self-sufficiency in many countries, 
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constrained public resources in the 1980s and 1990s imply that private initiative 
will be the major engine of growth. The policy environment facing agriculture 
will play a key role in the performance of the private sector. Public interven- 
tion, in the past, has alleviated constraints such as the availability of irrigation, 
usage of fertilizer and adoption of high-yielding varieties. While increasing 
foocgrain production was of paramount importance in the 1970s and early 1980s, 
the success of past policies has led to the need for a different pattern of 
agricultural development in the 1990s. Crop diversification will play an impor- 
tant role. 

In the Asian context, two issues need to be noted. First, in most develop- 
ing countries, growth in the non-agriculture sector could not be sustained with 
stagnant agriculture. A high rate of growth in agriculture constitutes a necessary 
condition for rapid overall growth. Second, the problem of rural poverty remains 
acute. In this context, it should be noted that a high rate of growth of produc- 
tion in agriculture will substantially alleviate but not eliminate rural poverty. 
For example, in a study on India it was shown that with an assumed rate of 
growth of agricultural production of 3.9 per cent per year and with a marked 
distributional bias in favor of small-scale and marginal farmers, the number of 
poor households in rural areas would be reduced from about 50 per cent in 1975 
to about 30 per cent in the year 2000.7 Non-farm activities must increase 
substantially to alleviate poverty among the bypassed submarginal farmers and 
landless laborers. Thus, rapid agricultural growth is a necessary but not suffi- 
ciert condition for the alleviation of rural poverty. 

Within agriculture, it has to be noted that having reached the self-sufficiency 
threshold in major foodgrains such as rice and wheat, some developing coun- 
tries will find that a lack of effective demand will constrain the future growth 
of these crops. The challenge will be to maintain growth in agriculture while 
increases in the output of major foodgrains slow down from 4-5 per cent to 2-3 
per cent. New sources of growth need to be identified and developed efficiently 

` to avoid enlarging a high-cost agricultural base that would jeopardize the future 
growth of employment and income. 

It should be recognized that to meet future demand for rice and wheat effi- 
ciently, judicious investment and pricing policies will be required. Investment 
in irrigation faces rising costs. This implies that new irrigation projects must 
be carefully evaluated to ensure that they are economically justified while 
strengthening the management and providing funds for the operation and 
ma:ntenance of existing irrigation systems. The emphasis should be on the for- 
mulation of a strategy that encourages efficient food production. To sustain high 
agricultural growth rates, developing countries should fully exploit the poten- 
tial for agricultural diversification away from an excessive dependence on food 
anc a few cash crops. This will require a combination of policies to encourage 
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rational economic decision making on the part of producers and technical innova- 
tion in the production of alternative crops. 

Achieving agricultural diversification will be a massive and far more com- 
. plex task than achieving the self-sufficiency threshold in food, particularly rice. 
It will require the successful introduction of a variety of new cropping systems 
and a more sophisticated monitoring of relative incentives for farmers to pro- 
duce rice, wheat and other crops. The immediate challenge will be to offer alter- 
natives which are financially and economically at least as attractive as rice. This 
transition from a rice or wheat-dominated to a diversified cropping pattern, so 
essential for maintaining the growth momentum in agriculture, will require 
careful planning. The conditions to accommodate the transition, including the 
availability of quality seeds in adequate quantities, well-prepared extension ser- 
vices and an efficient processing and marketing mechanism, should be ensured. 
Despite these reservations, a systematic approach to the promotion of non-rice 
food crops appears to offer a reasonable promise for maintaining the dynamics 
of the agriculture sector and improving income levels, nutritional standards and 
welfare. 

Given the constraints on the availability of public resources, the achieve- 
ment of the threshold of foodgrain self-sufficiency, increasing investment costs 
in irrigation and the need for crop diversification, the nature of public interven- 
tion in the 1990s is likely to be substantially different. There is likely to be a 
shift from financing large investment projects in irrigation to institution building, 
technology dissemination and creating competitive market conditions that will 
be conducive to private sector initiative. These considerations have led to a grow- 
ing recognition that in the 1990s, policies, not projects, will be the cutting edge 
of agricultural development. 


Price Policy Bias against Agriculture 


While policies to strengthen institutions, disseminate relevant technologies 
and ensure efficient use of resources are likely to be important, the focus of this 
article is on the third aspect, in the area of price policy reform for efficient 
resource allocation. Before considering this aspect, it would be useful to assess 
the policy environment facing some of the Asian developing countries in the late 
1970s and early 1980s. Against this background, the areas of price policy 
reforms required in the 1990s will emerge. 

Two aspects are important in the analysis of the policy environment facing 
agriculture. First, in the short term, agricultural producers respond primarily 
to changes in relative prices between agricultural commodities and between price 
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of output and prices of purchased inputs.? In the long term, when resources are 
motile, net resource flows to the agriculture sector depend on the terms of trade 
between the agriculture and non-agriculture sectors. While policies aimed 
directly at agriculture will be important in the short term, the indirect effect 
of macroeconomic policies such as exchange rate and the trade regime will have 
a bearing in the long term. The combined impact of direct and indirect policies 
will provide an assessment of the policy environment facing agriculture. 

Direct intervention in agriculture would include: (i) export quotas and taxes 
whizh reduce the domestic price of agricultural commodities below international 
prices; (ii) subsidies on imports of agricultural commodities; (iii) purchases by 
marketing boards at low prices; and (iv) input subsidies. The major indirect in- 
terventions would include: (i) the maintenance of overvalued currencies which 
lower the returns to agriculture because the products of agriculture are usually 
more tradable than those of the non-agriculture sector; and (ii) the protection 
of t3e manufacturing sector from which agricultural inputs have to be purchased 
at high prices. 

The measurement of the impact of direct and indirect price intervention 
policies depends on the benchmark chosen. Since most agricultural crops are 
tradable, border prices adjusted for transport costs and other factors provide 
suitable benchmarks to measure direct interventions. These border prices 
det ne actual opportunities for transforming commodities in world markets, and 
it is these realities that should guide investment and other resource allocation 
decisions. The adjusted border prices valued at the nominal official exchange 
rat» can be used as reference prices to measure the impact of sector-specific 
or direct price interventions on agricultural prices. 

The effect of economywide or indirect policies on relative incentives in 
agriculture is incorporated in the terms of trade between the agriculture and 
non-agriculture sectors. The terms of trade are influenced by the real exchange 
rate and the price of goods produced in the non-agriculture sector. These, in turn, 
are affected by economywide policies. The non-agriculture sector consists of 
tradables and non-tradables. While exchange rate policies will affect the prices 
of tradable agricultural commodities and tradable non-agricultural products 
relative to the price of non-tradable non-agricultural produets, trade policies to 
prctect the non-agriculture sector will affect the price of tradable non-agricultural 
products. 
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To derive the benchmark for estimating the effects of indirect policies, the 
price index for the non-agriculture sector will have to be derived for the free 
trade situation. This will entail the derivation of the equilibrium real exchange 
rate in the absence of trade distortions.!2 The equilibrium exchange rate will 
also be affected by monetary and fiscal policy as well as exogenous changes in 
international terms of trade and world interest rates. 

While there have been many attempts to analyze the impact of sector-specific 
(direct) and economywide (indirect) policies that affect incentives in 
agriculture,!? the most systematic study on these issues is that recently under- 
taken by the World Bank.!4 Its results are shown in the table. The nominal pro- 
tection rates are defined as the ratio of actual to adjusted border prices minus 
one expressed as a percentage. A positive nominal protection rate means that. 
the incentives encourage production of the commodity, while a negative rate 
indicates that the policy interventions discriminate against the commodity 
concerned. 

In the table, the impact of direct pricing policies are given in columns (2) 
and (5). These figures provide an estimate of the percentage difference between 
domestic producer prices and those that would have prevailed without sector- 
specific distortions. In contrast, columns (3) and (6) give the impact of indirect 
policies. These estimates provide the percentage difference between domestic 
producer prices and those that would have prevailed with an equilibrium free- 
trade exchange rate and no trade distortions in the tradable non-agriculture 
sector. 

All the countries in the table adopted policies that directly taxed exported 
agricultural commodities. This was true for both the 1975-1979 and 1980-1984 
periods. For exported goods, the startling result is that in seven out of ten cases, 
the impact of indirect interventions (consisting of real exchange rate and pro- 
tection policies on non-agricultural commodities) on producer incentives was 
greater than the direct interventions. Consequently, the discrimination against 
agricultural exports implicit in macroeconomic policies external to agriculture 
had a larger impact on agricultural incentives than the policies targeted directly 
at agriculture. 

Turning to import-competing goods in the table, it is seen that with the ex- 
ception of wheat in Pakistan, the countries listed provided direct protection. In 
Malaysia this led to an increase in the relative price of rice to rubber of 84 per 
cent in 1975-1979 and 105 per cent in 1980-1984. However, when both direct and 
indirect effects are included, the effects of direct price policies are reversed in 
both periods in Sri Lanka and the Philippines. Rice production in the Republic 
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Direct, Indirect and Total Nominal Protection Rates 











(Percentages) 
1975-1979 1980-1984 
Product Direct Indirect Total Direct Indirect Total 
Country (1) (2) (3) (4) (5) (6) (7) 





Exported Products 


Pakistan cotton -12 -48 -60 -T -385 -42 
Sri Lanka rubber -29 -35 -64 -31 -31 . -62 
Malzysia rubber -25 -4 -29 -18 -10 -28 
Philippines copra -11 -27 -38 -26 -28 -54 
Thailand rice -28 -15 -43 -15 19 -34 


Imported Products 


Pakistan wheat -13 -48 -61 -21 -35 -56 


Sri Lanka rice 18 -35 -17 11 -31 -20 
Malaysia rice 38 -4 34 68 -10 58 . 
Philippines corn 18 -27 -9 26 -28 -2 
Korea, Rep. of rice 91 -18 73 86 -12 74 





Source: Anne O. Krueger, Maurice Schiff, and Alberto Valdes, “Agricultural Incentives in Developing Coun- 
tries: Measuring the Effect of Sectoral and Economywide Policies”, The World Bank Economic Review, 
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of Korea and Malaysia benefit from substantial direct protection as the indirect 
effects in both countries are relatively small. 

The table indicates that the effect of indirect macroeconomic interventions 
dominated direct interventions in 12 out of 20 cases. Consequently, any discus- 
sion of reform of the price policy in agriculture will have to be in the context 
of the macroeconomic policy environment. It is noteworthy that the efficiency 
gains from trade and exchange rate reform can be considerable with substan- 
tial long-run resource reallocation to agriculture.!5 Thus, if price policy ini 
tiatives in agriculture are viewed as second best interventions to alleviate the 
anti-agriculture bias resulting from macroeconomic policy biases, then the speed 
and nature of agricultural price policy reforms will depend on the speed and 
nature of macroeconomic policy reform. 

The discussion on price policy bias against agriculture is linked to output 
through the supply function. Agricultural output can be increased through: 
(i) movements along the supply function through improvements in agricultural 
price incentives; and (ii) shifts in the supply function through increases in total 
factor productivity. The direct price interventions described earlier are related to 
(i) above. Increase in agricultural productivity can be achieved by shifting invest- 
ment toward rural areas and providing greater support for agricultural research 
and extension that will generate and disseminate new technologies. As indicated 
earlier, the steady erosion of public sector resources for development is of con- 
siderable concern in some Asian developing countries. Consequently, in many 
countries, the private sector will have to play a leading role in increasing 
agricultural productivity. Given the positive correlation between favorable terms 
of trade for agriculture and resource flows to agriculture, the indirect price inter- . 
ventions described earlier assume heightened importance for increasing the 
factor productivity in agriculture.!6 Thus, while price policy reforms associated 
with direct intervention will lead to movements along the supply function, price 
policy reforms associated with indirect intervention will result in shifts of the 
supply function by augmenting investible resources in agriculture. 


Elements of Macroeconomic Policy Reform 


The macroeconomic objectives in a growth-oriented adjustment program 
would include a sustainable current account position, a stable and high rate of 
economic growth, a reduced level of inflation and a manageable level of foreign 
debt. Policy measures to achieve the above would be directed at restraining ag- 
gregate demand and increasing the availability of resources. These policies can 
be categorized according to the nature of their impact: (i) demand management 
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policies will affect absorption; (ii) structural policies will influence current and 
potential output; (iii) exchange rate policies will determine the composition of 
absorption and production between tradables and non-tradables; and (iv) exter- 
nal financing policies will affect capital flows.!7 Moreover, the structural policies 
can be categorized into two broad groups: (i) policies to improve efficiency and 
resource allocation; and (ii) policies to expand productive capacity. 

The discussion on the indirect effects of macroeconomic policies on incen- 
tives in agriculture highlighted industrial trade and exchange rate policies. 
Therefore, only two elements of macroeconomic policy reform will be considered, 
namely, policies to improve industrial efficiency and policies to rationalize ex- 
change rates. 

Policies to improve efficiency are designed to reduce the distortions that 
drive a wedge between prices and marginal costs. This wedge can be caused 
by price controls, imperfect competition, taxes, subsidies and trade restrictions. 
The obvious advantage of these policies is their potential to increase output from 
a given stock of resources without reducing consumption. However, there are 
many difficulties in reducing distortions. First, factor immobility may lead to 
high adjustment costs. Second, public policy is likely to be guided by considera- 
tions other than economic efficiency. For example, equity considerations may 
require consumer subsidies and price controls on essential goods and services. 
Third, piecemeal policy change may or may not improve efficiency when there 
are many distortions. By their very nature, distortions tend to be microeconomic 
and country specific. Institutional differences between countries, as well as 
sociopolitical constraints, preclude a unified approach to economic policy reforms, 
the content of economic prescriptions, their sequencing and timing. 

However, as a result of extensive empirical analysis, two sources of ineffi- 
ciency are gaining recognition as being widespread across a spectrum of coun- 
tries. First, inefficiency caused by the sustained imposition of barriers to foreign 
trade for industrial products has led to substantial economic losses. Second, price 
controls which fix prices of agricultural commodities at levels different from those 
in world markets have powerful effects on the level and allocation of agricultural 
production and trade. The holding of prices below world market prices has 
created strong disincentives to domestic production and exports leading to 
increased imports and budgetary deficits. 

The achievement of industrial growth when investible resources are scarce 
and the domestic market is sluggish will require a basic reorientation in industrial 
policy toward the establishment of an efficient and competitive industrial system. 
This implies the strengthening of export incentives and efficient import substitu- 
tion rather than catering to a highly protected captive market. It is increasing- 
ly being recognized in developing countries that the reorientation of industrial 
policy has four main elements. 
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. First, the system of investment licensing should be modified to function more 
as a promoter of efficient investment than as an agent of restrictive regulation. 
Investment incentives should play a developmental rather than a regulatory role. 
Second, there must be a change from a system of quantitative restrictions to 
a greater reliance on tariffs. Third, the range and level of tariffs need to be 
reduced in a phased manner. Fourth, exchange rates should reflect a macro- 
economic response in the adjustment process to internal and external change. 
While the need for reform in import policy is acknowledged by most countries, 
the adjustment costs associated with these reforms imply that it will take time 
` to implement them. : 

Exchange rate reform to improve international competitiveness and increase 
the incentive to produce tradable goods is an integral part of macroeconomic 
adjustment. Since devaluation affects both domestic absorption and domestic 
supply, it contains elements of both demand management and structural policies. 
The impact of devaluation on total output depends on the relative strengths of 
the contractionary effects on demand and the stimulus to supply. Therefore, ad- 
justment costs are implicit in a devaluation. However, the longer a real devalua- 
tion lasts, the greater the possibility of the supply effect counterbalancing the 
demand effect. 

À reduction in the level of import restriction and adoption of exchange rate 
policies reflecting economic fundamentals or long-run equilibrium values will 
alleviate the policy bias against agriculture resulting from indirect intervention. 
While the need for reform in exchange rates and import policy is acknowledged 
by most countries, the adjustment costs associated with these reforms imply 
that it will take time to implement them. However, many countries in develop- 
ing Asia have already initiated the process of reform. It is expected that the 
direction of reform will be maintained. Over time, the biases against agriculture 
resulting from macroeconomic policy distortions are expected to decrease. The 
resulting improvement in the terms of trade in favor of agriculture is likely to 
result in resource reallocation and increased investment in agriculture. 


Areas of Price Policy Reforms in Agriculture 


The discussion in the preceding section indicates that macroeconomic policy 
reforms, while alleviating the bias against agriculture, are not likely to eliminate 
this bias in the foreseeable future. There are practical limits to real exchange 
rate and tariff rationalization in the short run. There may, therefore, be a valid 
reason for providing some compensating protection for agriculture. However, 
three points need to be noted. First, compensatory protection, if any, should bé 


designed with a recognition of the realities of world markets. Second, excessive . ' 


protection to the industrial sector should be reduced directly. If this is not 
possible, it is not clear that it can be done indirectly because resistance by 
vested interest groups who can block direct reduction in protection may also 
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be effective in protecting their real level of protection from erosion by compen- 
satory protection. The second best policy to direct elimination of protection is 
to leave the high-cost industries to stand out as aberrations and not let them 
provide a justification for the spread of protection throughout the economy.18 
Third, the budgetary implications of compensatory protection must be careful- 
ly assessed. Considering the practical difficulties of designing a compensatory 
package of protection that offsets rather than augments efficiency losses, com- 
pensatory protection for agriculture to alleviate macroeconomie policy biases 
is not considered here. Instead, the discussion focuses on price policy reforms 
witain the agriculture sector independently of the issue of the terms of trade 
between the agriculture and non-agriculture sectors. 

Turning to price policy reforms within agriculture, on grounds of efficien- 
cy, reforms could be aimed at reducing or eliminating the wedge between prices 
and marginal costs. A framework for policy reforms can be stated in the follow- 
ing manner. For traded items and using the small country assumption, border 
priees adjusted for handling costs and expressed at the official exchange rates 
shauld be equated to domestic prices. For non-traded goods and services, 
domestic prices should be equated to marginal cost of supply expressed in 
economic prices. In essence, price policy reform should be directed at equating 
ma-ket with economic prices for inputs and outputs. This border price paradigm 
would be modified in the case of externalities by the introduction of taxes and 
subsidies. 

While the border price paradigm has been the basis for recommending policy 
reform-in many countries, the usefulness of this framework will need to be judged 
against the relevance of the following factors: (i) government objectives could 
be other than ensuring economic efficiency; (ii) adjustment costs associated with 
the above reforms may be high; (iii) piecemeal policy changes need not lead to 
improvements in efficiency when other distortions persist; and (iv) institutional 
ability to implement reforms may be deficient. 

The objectives for the agriculture sector could include efficient growth, im- 
provement in income distribution through the creation of productive employ- 
ment opportunities, a minimal nutritional level for the poor, and national food 
security as reflected by stable prices in markets for major staple foods. In the 
short term, these objectives of price policy could conflict with each other. Price 
stability can impede efficient reallocation of resources as relative scarcities shift 
in world markets. Low prices for consumers achieved through the suppression 
of producer prices dampen incentives to farmers, thereby leading to relatively 
stagnant rural economies. The slower growth of output could jeopardize the goal 
‘of food security. 

Resource reallocation implicit in price policy reforms results from micro- 
` economie decision making. All changes in agricultural price policy hurt someone's 
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interests and hence involve adjustment costs. This applies to both consumers 
and producers. Reforms based primarily on efficiency improvement considera- 
tions need to take account of the political realities associated with these adjust- 
ment costs. 

Whether piecemeal policy changes will improve efficiency is an important 
issue. Also, the question can be raised on the role of piecemeal policy changes 
in a second best situation. The rationale for piecemeal policy changes rests on 
an important theoretical argument for the elimination of extreme distortions 
leading to welfare improvement. This argument has two aspects. First, a general 
rule is to reduce extreme distortions as far as possible; all distortions which are 
variable should be intermediate to the highest and the lowest which cannot be 
altered. Second, if policy reform is to be undertaken, even when all distortions 
are variable, it may not be feasible to carry out all required changes simul- 
taneously. In these circumstances, the authorities can follow the general rule 
of eliminating extreme distortions until the first best solution is eventually 
reached.!9 

Institutions to implement policies constitute a major constraint in develop- 
ing countries. Policy reforms without the institutional capability to implement 
them at the small producer and consumer levels have little relevance. For ex- 
ample, the development of a well-functioning delivery system for rural credit 
could form an integral part of reforming access to credit. In some cases, institu- 
tional strengthening becomes a necessary condition for implementing policy 
reform. 

Intercountry differences in institutional structures, sociopolitical environ- 
ment and objectives make it impossible to adopt a “monoeconomy” approach 
to designing price policy reforms for Asian agriculture. While it is not possible 
to design agricultural price policy reforms which will be relevant for all coun- 
tries in developing Asia, there are important issues relating to areas of price 
policy reforms that are likely to be relevant for many countries. 

The discussion here on areas of price policy reforms will be divided into 
two major groups: stabilization of prices and changing the relative structure of 
prices. Policy instruments, effects, modes of operation and formulation of a 
framework for these two types of price policies are often very different. It is 
also pertinent to note that policy intervention in the agriculture sector requires 
expenditure of substantial public resources with major implications for the 
government budget and the credit system. Therefore, while designing price 
policy reform, the benefits of intervention must be compared with the oppor- 
tunity cost of expending scarce public resources. 


` Areas of Price Policy Reform for Stabilization. Governments intervene 
to stabilize commodity prices for producers and consumers because free markets 
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do not provide a suitable degree of price stability. For example, stabilizing food- 
grain prices has two distinct but related components: (i) seasonal price stabiliza- 
tion between post-harvest lows and pre-harvest highs; and (ii) year-to-year stabili- 
ty relative to world prices. These programs require considerable resources with 
implications for the budget, credit system and balance of payments. 

Seasonal price stabilization by squeezing the price margins to less than the 
lows and highs that would be dictated by the full costs of storage to the private 
sector can be costly.?? Stabilizing domestic prices in relation to world prices is 
usuélly accomplished by a trade policy implemented by a public monopoly which 
balances demand and the supply available through domestic production and net 
trade. While seasonal price stabilization always costs the government money, 
monopoly of international trade can sometimes yield revenue. This depends on 
the evel of domestic prices relative to international prices and the direction of 
trade. If the domestic price is kept below the border price, production is 
discouraged and imports are encouraged with a negative impact on the budget. 

Therefore, when the margin between the floor and ceiling prices is too nar- 
row and domestic prices diverge widely from world prices, the implications for 
the zovernment budget could be negative. The pressure to change prices comes 
from the government budgetary constraint. The comparisons between domestic 
and border prices and between domestic price margins and full marketing costs 
provide the starting point for major areas of reform in encouraging government 
marketing interventions toward a more efficient structure. The policies actual- 
ly followed by countries would determine the short-term trade-off between 
equity, on the one hand, and efficiency, on the other. In the long term, efficiency 
and equity are both likely to improve if the publie resources released as a result 
of reform in these two areas are productively invested. 

In the short term, price policy is primarily used for meeting income distribu- 
tion and equity objectives. The importance attached to price stability implies 
that domestic prices are disconnected from world prices. The degree of freedom 
available to the policymaker in the short term is severely constrained. However, 
it is important that the long-term consequences of short-term pricing decisions 
are identified and quantified. In the long term, prices must help allocate resources 
efficiently. Production and consumption patterns must be compatible with long- 
term trends in opportunity costs which are measured by border prices. While 
the major areas of reform in output pricing would be in bringing domestic and 
border prices as well as domestic price margins and full marketing costs closer, 
the speed with which this will or can be done will vary on account of political 
economy considerations in each country. However, given the budgetary, credit 
and balance-of-payments considerations of public intervention, reform in these 
ma;or areas is inevitable. 
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While direct government intervention in domestic markets and international 
trade have been mostly intended for price stabilization, the use of indirect 
methods of stabilization through variable taxes and subsidies deserves serious 
attention. The variable tax and subsidy instrument implies that trade is under- 
taken by private agencies with the government imposing a tax on trade when 
prices are low and extending a subsidy when prices are high. If direct govern- 
ment intervention is inevitable, an important area of reform would include the 
realization of a certain degree of price stabilization at minimum government cost. 
The proper design and implementation of price stabilization programs will be 
crucial to ensure cost efficiency. The option of international trade should be ex- 
plicitly considered in stock management policies. Finally, the effectiveness of 
any price stabilization policy depends on the credibility of the government in 
implementing policy. The transparency with which mechanisms for stabilization 
are perceived by the private sector will play an important role in this regard. 
If the private sector believes that the government sector will act decisively in 
maintaining price flows and ceilings, stocks required to be held by the govern- 
ment will be relatively small. 


_ Areas of Reform for Relative Prices. Four areas of relative price changes, 
indicated earlier, include: (i) agricultural prices relative to non-agricultural prices; 
(ii) foodgrain prices relative to non-foodgrain prices; (iii) product price relative 
to the price of a competing good; and (iv) output price relative to input price. 
Crop diversification within agriculture will be partly determined by price reforms 
dealing with foodgrain prices relative to non-foodgrain prices and product price 
relative to the price of a competing good. The factors that are likely to be im- 
portant in determining these relative prices will include: (i) supply-demand 
balance for non-traded goods; (ii) the degree of openness, trade restrictions and 
discriminatory tax-subsidy policies; (iii) changes in the exchange rate of domestic 
currency versus foreign currency; and (iv) changes in the external terms of trade. 
The challenge for reform in this area is to offer alternatives to farmers which 
are, at least, financially and economically as attractive as foodgrains. 

Turning to input subsidies in agriculture, these have been advocated to: 
(i) alleviate the impact of price distortions on output; (ii) encourage adoption of 
new technology; (iii) reduce the impact of risk aversion by farmers resulting in 
underutilization of resources; (iv) improve income distribution for rural areas; 
and (v) encourage self-sufficiency. Whether they make economic sense in terms 
of the alternative use of resources and other objectives set for the agricultural 
system as a whole is a matter for analysis. 

Government intervention in agricultural inputs has taken the form of sub- 
sidies for fertilizer, water, power and credit. Since fertilizer subsidies have a 
direct impact on the government budget, they have attracted the greatest at- 
tention. Water and power subsidies are reflected in the earnings of public 
utilities. Subsidized credit affects the earnings of the banking system. The ma- 
jor areas of input price reform will be in fertilizer, water, power and credit. The 
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design of any reform will need to be preceded by a quantification of the total 
volume of subsidies for each input so that an assessment can be made of their 
macroeconomic implications. 

In this context, it is useful to distinguish between two concepts regarding 
subsidies: financial or budgetary and economic. While financial subsidy is 
caleulated with reference to market prices and reflects financial costs to the 
government, economic subsidy is based on the concept of opportunity cost and 
reflects the real costs to the economy.?! The difference between the two con- 
cepts depends on the extent of distortions in different markets. When discuss- 
ing economic efficiency, the concept of economic subsidy is relevant. Financial 
: subsidy is pertinent to the discussion of budgetary implications. Economic sub- 
sidy is relevant in an analysis of marginal cost pricing to ensure efficiency. On 
the other hand, financial subsidy becomes an important factor in full-cost pricing 
dezling with the issue of cost recovery of public utilities. 

In discussing reform in pricing policy for agricultural inputs, the need to 
explieitly account for the opportunity cost of the subsidy should be highlighted 
in :udging its net benefits. The discussion in this article is not against govern- 
ment intervention, but that, in designing reform, government intervention must 
be preceded by explicit cost-benefit analysis of the intervention. In addition, since 
distortions tend to be microeconomic and country specific, the design for each 
country will differ depending on its institutions and sociopolitical constraints. 
Therefore, only broad areas of reform are indicated. 

Given the "crowding out" effect of fertilizer subsidies on the government 
budget, some rationalization in this regard is essential. The provision of fertilizer 
subsidy must be accompanied by an economic cost-benefit analysis.?? The 
marginal benefit/cost ratio of using budget resources to subsidize fertilizer rises 
with higher opportunity costs for the output and higher output fertilizer response 
rates. The design of fertilizer subsidies which are desirable and economically 
feasible constitutes an important area of price reform in agriculture. 

While the impact of withdrawal of fertilizer subsidies will vary from coun- 
try to country, the results of a study done for India are revealing:?? (i) poverty 
alleviation is better achieved through targeted food subsidies than fertilizer sub- 
sidies; (ii) fertilizer subsidies are better only if domestic production is to be 
encouraged; and (iii) the transfer of resources from fertilizer subsidy to irriga- 
tion investment is superior from both equity and growth perspectives. These 
results do not diminish the importance of immediate poverty alleviation schemes 
in favor of long-term improvements of physical infrastructure. Instead, it 
demonstrates the constraints on agricultural growth imposed by poverty. The 
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main conclusion is that the immediate need to feed the poor can best be attained 
by means other than a fertilizer subsidy. 

Water and power are important inputs in agricultural production. Both are 
non-traded goods. It could be argued that the marginal cost of using irrigated 
water, once a dam has been built, is relatively low, and the cost of monitoring 
water usage is relatively high. Therefore, water is a publie good. However, in 
many countries, benefits from irrigation projects are not sustained because the 
government is unable to finance recurring costs. Although the recurrent cost 
needs of an individual project may not seem large, the aggregate recurring fund- 
ing implicit in many projects can become a severe problem. The seriousness of 
this problem is seen in the Philippines where cuts in operations and maintenance 
expenditures have been very serious. By 1985 such expenditure in agriculture, 
in real terms, had fallen to 40 per cent of its 1981 level. The consequent decline 
in area serviced by irrigation is estimated at 1.5 per cent to 2 per cent per year. 
An important area of reform would be to design a program of progressive cost 
* recovery so that at the very minimum, deterioration of the irrigation system 
can be checked. ` 

Availability of power is a major constraint faeing many developing coun- 
tries. At the same time, the financial and economic subsidies given to power use 
in agriculture are substantial. Apart from efficiency losses arising from misalloca- 
tion of a véry scarce resource, the financial burden on public utilities for supply- 
ing subsidized power to agriculture is considerable. An appropriate pricing policy 
for power supply to agriculture is an important area for policy reform. Exter- 
nalities associated with supplying power to rural areas make price policy reform 
in this area particularly complex. I 

Farmers in developing countries have problems of access to credit except 
at high interest rates. This need not be regarded as evidence of market failure 
because of a high risk of default. Imperfect information on the credit risks of 
different farmers implies that market equilibrium may not be efficient. Govern- 
ment policies to improve access of credit to farmers need to take this into account 
as governments are usually in no better position for gathering information on 
the probabilities of default. Furthermore, government programs could and have 
` led to credit being extended to large commercial farmers at low nominal rates 
of interest while small farmers continue to borrow in informal or “curb” markets 
at rates above those that would have prevailed in the absence of intervention. 
Despite difficulties of designing rural credit schemes, there have been a few suc- 
cesses. Reform in this important area must begin with an in-depth study of the 
successes and failures of rural credit schemes from which appropriate lessons 
should be drawn. 

Any reform of rural credit schemes will need to begin with the issue of im- 
perfect information. The central elements of effective rural credit schemes are 
ready access to credit, risk pooling and risk reduction. Information gathering 
will play a key role in risk pooling, and technical assistance to small and medium 
farmers will be a critical element in risk reduction. The three central activities 
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of information gathering and dissemination, risk pooling, and risk reduction will 
need to be integrated. Information gathering will help assess the credit wor- 
thiness of small farmers. This will be essential for risk pooling. In addition, 
technical assistance activities that promote crop production and diversification 
will need to be directed at less creditworthy farmers for purposes of risk reduc- 
tion. While each of these three activities in the past has been undertaken on 
a piecemeal basis, dealing with the non-performance risk of farmers in the reform 
of -ural credit will require a comprehensive approach. It should be clear from 
the preceding discussion that preferential interest rates are not essential to the 
effactive working of a rural credit scheme; ready access at competitive rates 
is what is required most. 

Political considerations play a crucial role in determining price policy for 
outputs and inputs. In the short term, change may be difficult. However, there 
is a need to determine which aspect of a proposed reform package is objec- 
tionable, to whom and to what extent. À compensation program and an informa- 
tion campaign to clarify the gainers and losers may need to be designed prior 
to implementing reform in these two areas. While a "do nothing" situation may: 

‘be inevitable in the short term, every effort will be needed to make policy reform 
possible in the medium term. 

The areas of price policy reforms suggested within the agriculture sector 
arise from a concern for increasing efficiency in the long term. The adjustment 
costs associated with these areas of reform suggest that the issues of timing 
and sequencing will be crucial. These, in turn, will be influenced by the govern- 
ment budget, credit and balance-of-payments impacts of government interven- 
ticn. Alternatively, the long-term consequences of short-term decision making 
put pressures on countries to reform. 


Issues in the Timing and Sequencing of Price Policy Reforms 


The discussion on the areas of reform within agriculture suggest that there 
will be resistance to them by both consumers and producers. However, some 
of the resistance may decrease if the implications of macroeconomic policy 
reforms are also considered. For example, macroeconomic price policy reforms 
will increase producer prices for exportables, thereby improving incentives for 
inrreased production. These price increases will make the removal of input sub- 
sidies easier. The reform of the price policy environment for the agriculture sec- 
tor has two aspects: (i) macroeconomic policy reforms dealing with exchange rates 
ard import regimes; and (ii) sectoral reforms encompassing input and output price 
policies. While the macroeconomic policy issues have important effects on the 
incentive system facing the agriculture sector, intervention in the agriculture ` 
sector has major macroeconomic implications for the government budget and 
bzlance of payments. Given the importance of the agriculture sector for the Asian 
developing countries, the macroeconomic and sectoral reforms cannot be 
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separated meaningfully. For example, some of the impetus of price policy reforms 
in the agriculture sector stems from the budgetary deficits that are crowding 
out public investment. 

The areas of macroeconomic and sectoral reforms considered in this article 
would lead to private profitability approaching economic profitability.24 This 
would result in an efficient allocation of resources. While the intersectoral 
reallocation of resources toward agriculture will be influenced by macroeconomic 
policies, the intrasectoral allocation of resources within agriculture will be 
affected by the relative prices of agricultural inputs and outputs. The feasibility 
of these major changes depends on the answers to the following questions: 
(i) What will be the impact of reallocation on domestic production and consump- 
tion during the process of adjustment? (ii) What will be the impact on the stan- 
dards of living of the poor during the process? and (iii) Is there an optimal 
sequence of policies which can be used to minimize the efficiency and equity costs 
of this transition? 

The impact of macroeconomic and sectoral price reforms will differ for ex- 
port and import-competing goods. For export goods, the removal of export taxes 
and tariffs on industrial inputs combined with a devaluation of the currency will 
raise domestic prices. Depending on supply response functions, there may be 
a production increase. For import-competing agricultural goods, while the 
removal of agricultural protection will tend to reduce prices, the lowering of 
industrial protection and devaluation of the currency will have opposite effects. 
Production may increase or decrease. Real] increases in income could lead to 
higher overall consumption. 

In the short term, adjustment costs within agriculture could lead to higher 
prices. This may result in increased unemployment and rising food prices, thereby 
aggravating the poverty problem in both the urban and rural areas. In drawing 
up a design for policy reform, the following four components will be relevant. 

First, a feasible set of policies will need to be determined in terms of 
budgetary implications, political risks and responsiveness of farmers. Second, 
the degree of freedom for policy choice must be extended by a disaggregated 
analysis of the poor. Highly targeted food subsidies may need to accompany price 
policy reform. Third, it is important to determine what investments are needed 
to break the binding constraints on policy choice. For example, investment to 
generate productive off-farm employment opportunities for submarginal and 
landless farmers may be necessary to accompany price reform leading to 
unemployment in certain subsectors within agriculture. Fourth, the short-term 
welfare consequences of efficient long-term agricultural development must be 
clearly understood, and the price policy reform program must explicitly deal 
with the equity aspects of adjustment.?5 
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Price policy reforms require an adjustment process which takes time and is 
costly. It can be argued that the success of the reforms depends on minimizing 
adjustment costs. The implications are: (i) the reforms should be undertaken slow- 
ly tut within strict time limits; and (ii) adjustment assistance in the form of 
foreign funds should be provided. In essence, the role of foreign aid has changed: 
the emphasis of foreign aid for projects shifted to programs and now to policy 
refcrm. However, foreign aid for alleviating adjustment costs in the process of 
policy reform may have an investment component. While the foreign aid could 
be used to import intermediate inputs or consumption goods in the short term, 
the investment component will be important in"ereating productive jobs in the 
medium term, thereby alleviating the adjustment cost effects of resource 
rea location. 

Price policy reforms to facilitate growth-oriented adjustment in the 
agriculture sector will need to be carefully orchestrated. A fundamental issue 
is the setting of priorities and the sequencing of macroeconomic and sectoral 
reforms. Ideally, both should proceed simultaneously. This would mean that im- 
provements in the terms of trade in favor of agriculture resulting from 
macroeconomic policy reform are likely to lead to a flow of resources to 
agriculture. This would make the process of adjustment easier within agriculture. 
However, at the minimum, a tight monetary policy should accompany price 
reform in agriculture. Otherwise, the short-term inflationary effects will be 
maznified, threatening the entire reform process. 

Within agriculture, the sequencing of reforms remains an important issue. 
Rationalization of output and certain elements of input pricing will need to be 
simultaneously undertaken. If input prices are raised without a corresponding 
revision of output prices, production may suffer. Sequencing reforms among fer- 
tilizer, water, power and credit will also need to be considered. Sequencing will 
be influenced by two factors: (i) the importance of the total quantum of economic 
and financial subsidy; and (ii) the extent of distortions introduced by govern- 
ment intervention. Extreme distortions should be reduced first. 


Conclusion 


The areas of price policy reform within the agriculture sector suggested 
in ihis article arise out of a concern to increase efficiency and control the drain 
on the government budget. The rationale for the approach stems from a variant 
of the leading input theory in Asian agricultural development 28 The leading in- 
puts, defined in terms of the highest contribution to output increase, comprise 
irrigation and drainage, fertilizer, improved seeds and improved agricultural 
practices. To this list, the policy environment facing agriculture is added. In the 
context of the sequential nature of the binding constraints facing agricultural 
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development in Asia, policy reform rates high as a priority.area. Substantial 
investment in irrigation facilities has already been incurred, fertilizer use has 
increased and the use of high-yielding varieties has spread. Public investment 
and expenditure have played an important role. The threshold of foodgrain self- 
sufficiency has been achieved in many Asian developing countries, and crop diver- 
sification will become increasingly important. Thus, both on grounds of availabili- 
ty of public resources for agricultural development and the changing emphasis 
within agriculture, price policy will be important in augmenting agricultural 
growth in the 1990s. 

The policy environment facing agriculture is influenced by two components: 
(i) those aimed directly at agricultural inputs and outputs (direct effect); and 
(ii) those indirectly influencing agriculture such as the real exchange rate and the 
tax on agricultural production implicit in protection to industry (indirect effect). 
An examination of these two effects on some Asian countries revealed that for 
many the indirect effects were significant and, in some cases, more powerful than 
the direct effects. Therefore, price policy reform in agriculture cannot be 
designed independently of macroeconomic policy reform. With respect to agricul- 
ture, macroeconomic policy reform is required in three areas. First, real exchange 
rates should reflect economic fundamentals or the long-run equilibrium value. 
Second, industrial protection should be rationalized in terms of the level and 
range of tariff rates. Third, since balance-of-payments problems are frequently 
the symptoms of commitments by governments to expenditure that cannot be 
financed, controlling budget deficits must accompany macroeconomic adjustment. 

The need to reduce budget deficits will play a crucial role in identifying 
the areas of price policy reform in agriculture. A framework for reform lies in 
equating domestic with border prices for both tradable inputs and outputs. For 
non-tradables, reform should be designed to equate prices with long-run marginal 
costs. In the long term, these border pricing rules should lead to resource realloca- 
tion compatible with comparative advantage since private and economic prof- 
itability will progressively coincide. Efficiency gains should lead to welfare im- 
provements. The budgetary, credit and balance-of-payments implications of public 
intervention in agriculture suggest that there are built-in pressures to reform 
along these lines. While the border price paradigm has been the basis for recom- 
mending policy reform in many countries, the usefulness of this framework will 
need to be judged against the relevance of the following factors: (i) government 
objectives could be other than ensuring economic efficiency; (ii) adjustment costs 
associated with the above reforms may be high; (iii) piecemeal policy. changes 
need not lead to improvements in efficiency when other distortions persist; and 
(iv) institutional ability to implement reforms may be deficient. However, the 
benchmark provided by these border pricing rules indicates the goals of the 
reforms which could be implemented in stages to improve efficiency and the costs 
of deviating from them. The setting of priorities and the sequencing of reforms 
will be-partly influenced by the urgency of the need to alleviate the government 

“budget constraint. 
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In the short term, the equity implications of adopting these rules are likely 
to be unfavorable. A rise in food prices and the creation of unemployment in 
the initial phase of resource reallocation will need to be explicitly tackled. The 
speed of adjustment will be influenced by the degree to which welfare costs are 
kept within tolerable levels. The process of adjustment will be facilitated by in- 
vestment in those subsectors where the economy has comparative advantage. 
Bota farm and off-farm employment will be efficiently generated in the short 
to medium terms by such investment. While foreign aid can be useful in reduc- 
ing zhe welfare costs of adjustment, projects will be crucial to increase the degree 
of freedom for the policymaker in implementing price policy reforms. Reforms 
in the agriculture sector will thus have three main components: (i) policy reform; 
(ii) institutional reform that will speed up the delivery of essential inputs such 
as credit; and (iii) public investment in agricultural subsectors with comparative 
advantage. 

The critical role of macroeconomic policy reform emerges from the need 
of tne agriculture sector for investible resources in the process of adjustment. 
Such flows will be forthcoming from a movement of the terms of trade in favor 
of agriculture. Augmented investible resources, in addition, will alleviate the 
negative equity effects inherent in the process of adjustment. While agricultural 
price policy reform will play a crucial role in the next phase of agricultural 
development in Asia, a mix of other inputs such as public and private invest- 
ment, relevant technology and institutional reform must accompany price policy 
refcrm. These considerations have led to a fundamental revolution in develop- 
ment thinking: while macroeconomic and sector price policies are the cutting 
edge of agricultural development, projects and programs are the cutting edge 
of poverty alleviation. 





The Changing External Debt Situation 


in the Asian and Pacific Region 
Werner M. Schelzig* 


n recent years, the key debt indicators of most developing countries in the 

Asian and Pacific region have changed dramatically, with their debt-service 

ratios rising from the low teens well into the twenties and thirties and 

beyond. Along with declining terms of trade and capital flight, rising debt- 
service payments reduced the resources available for domestic absorption per 
unit of foreign exchange earned. Concurrently, the inflow of fresh capital slowed 
down considerably, especially that portion coming from direct foreign invest- 
ment. If current trends remain unchecked, liquidity and solvency problems may 
lie ahead for several Asian and Pacific developing countries. They may be forced 
to restrict additional foreign borrowing at the expense of investment and growth. 
As their development efforts are being constrained by a considerable debt 
overhang, their living standards are bound to be affected. 


Methodology and Data Base 


In assessing the debt situation in the Asian and Pacific region, two major 
problems exist. The first is one of methodology, the second one of data. 

Evaluating a country’s debt position and establishing its capacity to absorb 
and repay debt is a complex process. Although there is a large body of literature 
dealing with developing a system of measurement for evaluating debt situations 
and determining critical levels of indebtedness, no commonly accepted single 
indicator exists.! Yet, practitioners are frequently called upon to pass judgment 
on present and future debt situations. They approach this task in a pragmatic 
way, paying due respect to theoretical and methodological niceties if they can, 
applying Occam’s razor if they must. This article follows such a pragmatic and 
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eclectic approach in analyzing the debt situation in selected Asian and Pacific 
developing countries. It is recognized that the determination of a country’s debt- 
servicing capacity is largely judgmental rather than a measurable, quantitative 
pheromenon. This article also endeavors to pass such judgment in a well-informed 
way, using a number of straightforward indicators — and especially their change 
over time — to draw its inferences on the economic burden of the external debt 
in the countries studied. 

The data on external debt and service payments used in this article are those 
published by the World Bank and the Organisation for Economic Co-operation 
and Development (OECD).? The coverage of these two sources differs essential- 
ly in their reporting of short-term debt and private non-guaranteed long-term 
debt 3 To ensure cross-country comparability all debt indicators in this article 
are based in the first instance on data reflecting public and publicly guaranteed 
long-term debt and, where available, on data pertaining to the private non- 
guaranteed long-term debt as published by the World Bank. However, the con- 
trasting of the different data sources illustrates the potentially large bias of 
inferences drawn from the traditionally available data on the public long-term 
debt alone. Such inferences typically underestimate the debt problem in several 
of the Asian and Pacific developing countries where short-term debt and private 
non-guaranteed long-term debt are a new and rapidly growing phenomenon (see 
Table 1). 


The Situation 


Debt and related service payments are not issues which, during the 1980s, 
have overly preoccupied observers of the economic situation in the Asian and 
Pacific region. One rescheduling by Pakistan in 1981 and the five reschedulings 
during 1981-1987 by the Philippines were regarded as exceptions. But there are 
at least two reasons why this attitude may change. First, debt-service payments 
as a percentage of exports, gross national product (GNP), domestic savings and ` 
other indicators are reaching high levels in several countries. These levels are 
striking not simply because of their magnitude as such, but because they have 
risen rapidly from more manageable levels. Second, these debt indicators are 
no longer substantially different from those of major Latin American countries 
at the beginning of the debt crisis in 1982. 

Borrowing is a sensible and usually necessary way for developing countries 
to mobilize the resources they need in addition to their own limited domestic 





2. World Bank, World Debt Tables, 1988-89 Edition (Washington, D.C., December 1988); and Organisation for 
Economic Co-operation and Development, Financing and External Debt of Developing Countries, 1987 Survey 
(Paris, 1988). 

3. Rachel R. Weaving, “Measuring Developing Countries’ External Debt”, Finance and Development, vol. 24, 
no. 1 (March 1987), pp. 16-19. 
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savings to finance their development needs. External financing for worthwhile : 
projects has always been readily available from publie and private sources. As 
long as future income resulting from debt-financed investments exceeded the 
contracted debt-service obligations, the borrowing country was considered to 
be in a sound financial condition. For each liability there would be an even greater 
asset. Government intervention and capital flight were considered benign. 
Unfortunately, these traditional beliefs became thoroughly discredited when, 
for one reason or another, income streams did not materialize as planned. Under 
these circumstances, the existing debt can quickly stake a claim to income 
strezms large enough to turn an otherwise growing economy into a stagnating 
or shrinking one. 

In these cases countries change visibly, and sometimes radically, in a 
relatively short time, as the case of the Philippines clearly shows. The Philip- 
pines, once one of the star performers in rapidly growing Southeast Asia, suffered 
the region's worst economic decline in the early 1980s. Such reverses are not 
always clearly predictable, nor do they occur without cause. The key to prevent- 
ing them lies in interpreting the early warning signals and then taking appro- 
priaie adjustment action. The issue is how long can a country continue borrow- 
ing and servicing its growing debt. In other words, what makes a country credit- 
worthy and what makes it lose its creditworthiness? 


Creditworthiness. Assessment of the creditworthiness of sovereign bor- 
rowers is very much a subjective exercise. At issue is which factors have im- 
posed a limit on a country's foreign indebtedness and at what point did the foreign 
deb; of a country reach critical levels. Attempts over the years to fix such a 
threshold have proven empirically untenable. In the early 1970s a debt-service 
ratio of more than 10 per cent was generally regarded as worrisome; later, a 
ratio in the 15-20 per cent range started to raise doubts about a country's debt- 
servicing capacity. At present, 20-25 per cent is not considered excessively high 
by international standards. 

An important lesson learned during the last 20 years of growing in- 
debtedness worldwide is that indicator systems are of little use in a situation 
in which virtually all developing countries face difficult debt-servicing problems. 
Levels of indebtedness, which only a few years ago were considered to be 
excessive and unsustainable, are now taken in stride. However, their economic 
impact is still the same as large debt-service payments place a tax on future 
income streams, reducing the availability of domestic resources to finance 
domestic needs. 

A critical situation may be considered to have been reached when banks 
as a group decide that a debtor is no longer creditworthy. At this stage, current 
ref:nancing of its liabilities is no longer guaranteed and debts are being called. 
Any country may become a problem case simply because it is classified as such. 
As long as a country services its debt — and is believed to be capable of con- 
tinaing to do so — it is creditworthy. 
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It cannot be predicted with certainty when the switch should come. Lenders 
continuously assess the risks posed by a country’s willingness and ability to ser- 
vice its debt. Various systems are employed by individual lenders and indepen- 
dent commercial risk assessment institutions. The credit ratings published by 
financial publications, such as the Institutional Investor, reflect and direct cur- 
rent thinking about certain countries’ creditworthiness.‘ (Table 2 gives a 
ranking of 11 countries.) 

In September 1988 Japan ranked first in the world with 94.8 points. Only 
37 of the 112 countries listed had a rating above 50 points, among them four 
Asian developing countries: the People’s Republic of China, Republic of Korea, 
Malaysia and Thailand. All others were below this level at which creditworthiness 
becomes more doubtful. The overall trend is a decline, reflecting bankers’ caution 
in the wake of recent write-off of debts. The global average rating was 38.7 points 
in September 1988 compared with 53.5 points in March 1980. 

In general, the ratings of the Asian developing countries have been affected 
by the worsening world debt crisis. As a group, these countries were able to 
maintain an average rating slightly better than the global average, although the 
average has been declining. It is noteworthy that the average rating of the Asian 
and Pacific developing countries in late 1988 was significantly below that of the 
Latin American countries in early 1980 (see Table 3). 


The Accumulation of External Debt. These rankings give a general idea 
of the prevailing situation. They do not provide an evaluation of the economic 
implications of such indebtedness nor do they suggest what may be expected 
ahead. To assess possible future debt scenarios, the quantitative aspects of the 
prevailing debt situation and its evolution during the 1980s must first be con- 
sidered. The rapid buildup of external debt in the 12 selected countries during 
1980-1986 is shown in Table 4. 

At the same time — and with the onset of the world debt crisis in 1982 — 
net financial flows to the selected countries declined significantly from $21.4 
billion in 1981 to $10.7 billion in 1986, as private net inflows declined from $11.7 
billion to a net outflow of $0.3 billion (see Table 5). This raises questions about 
the sustainability of a rapidly growing external overall borrowing. If most of 
the new borrowing is used to service earlier incurred debt, no new production 
and export capacities can be created. Therefore, export earnings cannot outgrow 
the resulting debt-service requirements, and the debt situation may become 
unsustainable. 

In such cases, these countries would have to borrow simply to pay the 





4, The country-by-country creditworthiness indexes developed by the Institutional Investor are based on ratings 
provided by leading international banks. Between 75 and 100 bankers are asked to grade each of 112 countries 
in the sample on a scale of zero to 100, with zero representing the least degree of creditworthiness and 100 represent- 
ing the highest. The individual responses are weighted so as to favor responses from banks with the largest 
worldwide exposure and the most sophisticated country analysis systems. 
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Table 3: Global Creditworthiness by Region 











(Percentages) 

Region March 1980 September 1988 
North America 95.7 87.5 
Western Europe 78.3 73.7 
Asia and Pacific 66.1 49.5 

Advanced countries (83.4) (74.8) 

Developing countries (55.2) (40.6) 
Eastern Europe 57.2 43.2 
Middle East 45.5 38.0 
Latin America 46.2 20.9 
Africa 31.8 19.2 
Global Average 53.5 38.7 





Sources: Institutional Investor (March 1980 and September 1988). 


interest and principal of their debt. Private net investments in these countries 
had declined to a very low level of only $0.2 billion in 1986, and net export credits 
were $0.4 billion, compared with inflows of $3.5 billion and net export credits 
of $3.3 billion in 1981. And in several countries, viz., the Republic of Korea, 
Malaysia and Thailand, overall net transfers were negative in 1986. In Indonesia 
these had shrunk to $1.7 million compared with $4.7 billion in 1981. 

A number of determinants contributed to this decline of net capital flows. 
On the supply side, these included budgetary resource constraints in the major 
bilateral donors, “aid fatigue” and the increasing caution of foreign private 
sources of finance to increase their exposure in developing countries. On the 
demand side, external resource flows were constrained by the curtailment of 
investment and imports in the wake of austerity measures following structural 
adjustment programs, shortage of local counterpart funds, the low absorptive 
capacities in some South Asian and Pacific developing countries, and the policy 
adopted by others to limit their utilization of external resources due to the 
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uncertain prospects of increasing export earnings and the anticipated increase 
in debt-service payments. In such an environment, questions arise about the 
future impact of the growing external debt. 


The Burden of External Debt. Debt accumulates when loans are used to 
` finance an excess of imports over exports. Countries having a resource gap need 
to be concerned with the behavior and relationship of a number of critical debt- 
related variables including, among other things, the growth rates of debt, exports 
and GNP, the size of the resource gap relative to income or debt, the interest 
rate and maturity of additions to the debt, and debt-service payments in rela- 
tion Lo exports and budget revenues. Several key ratios indicate that the debt 
burden of many developing countries is substantial, especially if their sharp in- 
crease during 1980-1987 is taken into account (see Table 6). 

The ratio of the external debt to GNP is often used as an indicator to 
measure a country's capacity to produce resources which may then be used to 
finance debt servicing. There was a sharp increase in this ratio from 1980 to 
1987, reaching high levels in several countries (see Table 6). But even in those 
countries in which this ratio is fairly low there are additional elements which 
neec to be taken into account when assessing the economic significance of this 
ratio. For instance, in 1987, the ratio of debt to GNP in Thailand was 44 per 
cent, in Pakistan 47 per cent, and in Bangladesh 54 per cent. At first sight, these 
three countries appear to have had quite similar debt burdens in terms of GNP, 
with Thailand being in a relatively better position. 

However, such an inference would be misleading. It must be noted that in 
Asie — and in South Asia in particular — per capita incomes are among the 
lowest in the world, and the majority of the world's poor live in the region. In 
judging the relative burden of debt, the data would have to be adjusted, taking 
into account that portion of GNP needed to cover the basic needs of the popula- 
tion. If this notional rock bottom consumption — the absolute poverty limit — 
is subtracted from GNP, an indicator of supernumerary resources or freely 
disposable income is obtained.5 

If the debt is then measured against this hypothetical surplus income, it 
becomes quite obvious that the actual burden is much greater for the poorest 
countries than indicated in Table 6. In Thailand, where per capita GNP in 1987 
was $840, the debt to surplus income ratio was only 51 per cent, whereas it was 
79 per cent in Pakistan (per capita GNP $340) and 170 per cent in Bangladesh 
(per capita GNP $165). Although these calculations are purely illustrative, they 
nonetheless draw attention to the analytical limitation of a commonly used 
statistical indicator (see Table 7). 

The ratios reflected in Table 7 illustrate that even the transfer of relative- 
ly modest debt-service payments often means considerable hardship for low- 
income countries. It is important to keep per capita incomes and poverty limits 





9. F. Koerner et al., The IMF and the Debt Crisis (Hamburg, 1986), p. 11. 
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Table 7: Relative Debt Burden, 1987 








(Percentages) 

Debt Debt to Debt Service to 

Country to GNP Surplus Income Surplus Income 
Bangladesh 54.4 169.6 5.8 
Burma 47.2 91.9 3.8 
China, People’s Rep. of 10.4 18.0 1.7 
India 18.8 29.9 2.7 
Indonesia 79.7 111.6 13.8 
Korea, Republic of 34.3 38.4 14.7 
Malaysia 74.3 89.4 17.1 
Pakistan 47.1 79.3 5.8 
Papua New Guinea 98.3 158.3 29.5 
Philippines 86.5 135.9 10.8 
Sri Lanka 72.4 102.8 7.7 
Thailand 44.2 90.8 7.2 





Sources: World Bank, World Debt Tables, 1988-89 Edition (Washington, D.C., December 1988); and Asian 
Development Bank, Key Indicators of Developing Member Countries of ADB (Manila, July 1988). 


in mind when evaluating the debt-service burden and making country com- 
parisons. The sharp increases in the selected countries of debt and debt service 
in relation to GNP during 1980-1987 are noteworthy. 

Even more noteworthy is the rising proportion of debt to exports (see Table 
8). This ratio is commonly regarded as an important measure of the risk incurred 
by lenders. A debtor country is likely to face a high risk of running up arrears 
waen its ratio of debt to exports exceeds the level of 200 per cent.® To avoid 
this risk and still be able to borrow, a country would be expected to keep the 
ratio well below 200 per cent and possibly below 150 per cent as a conservative 
limit. While this general rule should be kept in mind, the concessional nature 





6. William R. Cline, International Debt: Systemic Risk and Policy Response (Washington, D.C.: Institute for 
International Economies, 1984). 
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Table 8: Debt in Relation to Exports 











(Percentages) 

Country 1980 1985 1986 1987 
Bangladesh 343.4 412.7 498.5 486.7 
Burma 272.5 823.9 1,056.8 1,413.8 
China, People’s Rep. of 22.2 56.1 71.0 75.0 
India 128.2 236.9 246.9 238.3 
Indonesia 94.1 178.2 268.3 210.2 
Korea, Republie of 130.6 142.4 111.4 71.9 
Malaysia 35.0 102.8 122.7 104.2 
Pakistan 208.7 228.2 224.5 243.1 
Papua New Guinea 63.4 221.2 200.7 200.7 
Philippines 212.0 326.2 328.0 317.8 
Sri Lanka 123.4 182.7 213.1 224.6 
Thailand 96.3 171.4 153.2 144.8 





Source: World Bank, World Debt Tables, 1988-89 Edition (Washington, D.C., December 1988). 


of most of the debt in low-income countries should be taken into account when 
evaluating their very high ratios. Still, the SE rise of this ratio in the poorest 
countries is cause for concern. 

It appears from these ratios that, with the notable exceptions of the People’s 
Republic of China, Republic of Korea, Malaysia and Thailand, the selected coun- 
tries are facing increasing difficulties in adjusting their economies to the available 
finance at sustainable levels. The decline in interest rates and low world infla- 
tion were beneficial to all when the six-month London Interbank Offered Rate 
(LIBOR) for the U.S. dollar declined on average from 11.2 per cent in 1984 to 
8.6 per cent in 1985 and to 6.9 per cent in 1986. However, many of the selected 
countries concurrently experienced a marked slowdown in export growth and 
declining terms of trade. Also, the decline in the U.S. dollar against the yen and 
most currencies of the European Community (EC) member countries often 
worked against the selected countries since their export prices are frequently 
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fixed in dollars. Significant parts of their debt are in yen and EC currencies. 
Hence, the share of export earnings needed for debt servicing in 1987 was 
substantially higher than in 1980 and is likely to have further increased since 
then (see Table 9). 

Thus far, this discussion has relied mostly on World Bank data as these data 
cover the entire period under review for both stocks and flows. It may be noted 
that the rapidly growing share of debt from private sources (either in its form 
of public or publicly guaranteed long-term debt from private sources or in its 
form of private non-guaranteed long-term debt) makes a great difference in ser- 
vice payments and hence in the debt-service ratios (see Table 10). 

While the World Bank debt figures shown in Table 10 include reported short- 
term debt and the use of International Monetary Fund (IMF) credit in the total, 


Table 9: Debt-Service Ratios 





(Percentages) 

Country 1980 1985 1986 1987 
Bargladesh 6.62 14.18 17.14 16.54 
Burma 20.34 53.14 69.12 59.82 
China, People’s Rep. of 4.62 6.34 7.94 7.14 
India 7.9 17.5 21.2 21.6 
Indonesia 12.6 24.9 32.6 33.3 
Korea, Republic of 14.1 21.7 24.0 21.5 
Ma_aysia 4.6 28.9 19.7 20.0 
Pakistan 12.7 18.5 16.7 17.8 
Papua New Guinea 10.9 36.1 32.6 314 
Philippines 13.5 19.0 26.0 25.2 
Sri Lanka 5.6 12.6 15.3 16.8 
Thailand 14.5 25.3 25.5 20.6 





a Excludes private non-guaranteed long-term external debt. 


Note: Debt-service ratios are based on service payments on the public and publicly guaranteed long-term debt 
as well as on the private non-guaranteed long-term debt. 


Source: World Bank, World Debt Tables, 1988-89 Edition (Washington, D.C., December 1988). 
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the reported debt-service payments do not. This is where OECD data would be 
useful (see Table 1). Data on service payments on the entire reported long-term 
and short-term debt are available from 1982 to 1986 (see Table 11). As may be 
expected, the debt-service ratio becomes considerably higher in 1986 when all 
debt-service payments are taken into account. The result is a cause for concern 
` for most of the selected countries included in this discussion. 

Thus far, the analysis provided has pointed out many signs that certain 

Asian developing countries are beset by significant debt overhangs and may be 


Table 11: Debt-Service Ratios 


(Percentages) 
1982 1986 
Country World Bank OECD World Bank OECD 
Bangladesh 9.8 18.8 17.1 33.1 
Burma 26.0 45.0 69.1 74.4 
China, People’s Rep. of 73 8.3 7.9 9.3 
India 10.6 12.0 21.2 26.1 
Indonesia 16.5 17.1 32.6 32.9 
Korea, Republic of 16.2 20.9 24.0 28.5 
Malaysia 9.2 8.7 19.7 22.2 
Pakistan 10.9 17.8 16.7 25.8 
Papua New Guinea 23.3 16.9 32.6 46.6 
Philippines 22.7 38.1 26.0 31.2 
Sri Lanka 8.9 19.2 15.3 21.9 
Thailand 16.0 22.8 25.5 30.3 








Sources: World Bank, World Debt Tables, 1988-89 Edition (Washington, D.C., December 1988); and Organisa- 
tion for Economic Co-operation and Development, Financing and External Debt of Developing Coun- 
tries, 1987 Survey (Paris, 1988). 
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heading for growing difficulties." The heavy debt-service burden is one of them. 

Greatly increasing debt-service burdens meant that more and more of the 
countries had to use more and more loans to service old debts with the result 
that net inflows decreased. It should also be remembered that debt service, if 
not rolled over through new loans, competes with the other possible uses of GNP, 
such as consumption and investment. The development options and policies of 
the affected countries may become constrained by large and rapidly increasing 
debt-service burdens, putting in jeopardy their continued rapid growth and 
poverty alleviation efforts. 

Debt problems do exist in the selected coüntries individually as stressed 
above and as a group as shown in Table 12. The striking element is the speed 
at which the situation has been changing for the worse since 1982. While the 
resulting difficulties have not been as obvious as elsewhere where reschedul- 
ings and the threats of unilateral moratoria — as well as the possibility of debtor 
cartels — seem to have become a common oceurrence, they are not to be taken 
lightly. Debt problems need not necessarily manifest themselves in reschedul- 
ings. They can be avoided by deferment of vital imports, investment and new 

borrowing. It is to be hoped that IMF and World Bank stabilization and adjust- 
ment programs with stringent policy stipulations and performance criteria may 
make reschedulings unnecessary; at worst they will only postpone them. 

The support given by the World Bank and the IMF for the economic policies 
of the selected countries may be taken as yet another indicator of a country's 

creditworthiness. Countries facing balance-of-payments difficulties which refuse 
to implement IMF stabilization programs risk being cut off from new capital 
inflows. The large number of IMF operations in these countries during 1980-1987 
not only attests to latent difficulties in the region as a whole, but also to the 
recipient countries' willingness to carry out stabilization and adjustment 
measures (see Table 13). The World Bank's support of structural and sector ad- 
justment measures is another indicator (see Table 14). The success of these ad- 
justment measures cannot be fully judged in the limited time of their applica- 
tion. Progress is hard to measure against the difficult and changing external 
environment. It is noteworthy that the People's Republic of China, Republic of 
. Korea, Malaysia and Thailand, ie., those countries showing stronger debt 
management performance, have also made special efforts to introduce ap- 
propriate IMF stabilization programs. The same holds true for Bangladesh and 
the Philippines, but with obviously different results. 

In several countries, the large debt has become a sizable drain on national 
resources. If the mobilization of additional domestie resources becomes crucial 
and the increased debt-service payments resulting from rising indebtedness lay 
a priority claim on available resources, the mobilization of the requisite resources 
for future growth and development may indeed become very difficult. Already, 





7. Fora similar conclusion, see Burnham O. Campbell, "Asian and Pacific Developing Economies: Performance 
and Issues", Asian Development Review, vol. 5, no. 1 (1987), p. 16. 
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Table 12: External Debt Indicators of the Selected Countries as a Group 








(Percentages) 

Indicator 1982 1983 1984 1985 1986 
Deb: Outstanding to GNP 

OECD 22.9 25.6 26.7 ` 30.6 32.9 

World Bank 22.0 23.4 24.4 27.7 30.6 
Debt Outstanding to Exports 

OECD 134.1 149.7 144.0 172.5 176.1 

World Bank 128.8 187.0 131.8 156.2 164.0 
Debt-Service Ratio 

OECD 16.6 18.3 17.6 25.4 24.6 

World Bank 13.2 14.3 14.2 19.4 20.8 
Interest-Service Ratio 

OECD 9.4 9.3 9.5 10.9 9.7 

World Bank 6.1 6.3 6.4 7.2 1.6 





Note: The inclusion of the People's Republic of China, Malaysia and Thailand introduced a considerable downward 
bias on the ratios reflected in this table, but it is their trend and not their level which is important as 
well as the difference between the data sources. 


Sourzes: World Bank, World Debt Tables, 1988-89 Edition (Washington, D.C., December 1988); and Organisation 
for Economic Co-operation and Development, Financing and External Debt of Developing Countries, 
1987 Survey (Paris, 1988). 


many governments are experiencing budgetary constraints. Increasingly, the 
lack of local currency is stalling the implementation of projects for which foreign 
financing has been secured. 

Among the main causes of these negative developments are weakening 
export earnings, reduced levels of borrowing and comparatively high eost of 
borrowing all of whieh have resulted in lower import growth, pressure on 
public investment budgets and weakened investment. Per capita incomes have 
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declined or stagnated in many countries.’ Overall, the ratio of the countries’ 
debt-service payments to exports has increased substantially as export growth 
— frequently affected by falling commodity prices — failed to keep pace with 
rapidly rising debt-service payments. It would appear that in many of the coun- 
tries the greatly increased volume of debt was used mainly to postpone struc- 
tural adjustment. Overall, the capacity to import is declining, except for the 
People's Republic of China, Republic of Korea, Malaysia and Thailand (see 
Table 15). It is no coincidence that this is the same group of countries which 
has been identified earlier as being the most active one in managing successfully 
its debt burden and the structural adjustment process. 


World Economic Slowdown and Its Effects 


With comparatively low growth in the industrial countries — declining from 
4.6 per cent in 1984 to 2.8 per cent in 1986, estimated to have risen to 3.9 per 
ceat in 1987 and projected to decline to 2.8 per cent in 1988 — the Asian and 
Pacific developing countries are facing a more difficult environment in which 
to sustain growth and service their external debt.? 

For some of the countries, the adverse implications of such a slowdown were 
eszimated in a recent study, with special emphasis on evaluating how a reduc- 
ticn in export market growth would enlarge debt and the resulting debt-service 
burden.!? The study shows that slower growth in industrial countries has a 
substantial negative effect on the current account position, debt profile and 
growth rates in the selected countries. Changes in other important variables 
— in particular, a decline in interest rates — went only a small way toward off- 
setting adverse developments. While the weakening current account position 
and the increasing debt-service burden could be mitigated through policy ad- 
justments in the countries concerned, it is likely that this option could be exer- 
cised only at the cost of substantially lower growth. In the low-income countries, 
w:th widespread poverty prevailing, this would be detrimental for the poorest 
sections of the population. 

It has been shown that the effect of a one percentage point reduction in 

=CD growth on the average current account position of developing countries 
cauld only be offset by a substantial decline in the interest rate they pay on 





8. Based on the World Bank methodology for calculating internationally comparable per capita GNP figures, 
per capita GNP in 1987 was lower than that attained two years earlier in 1985 in the following countries: People's 
Republic of China, Fiji, Indonesia, Malaysia, Pakistan and Solomon Islands; and remained unchanged from its 1985 
level in Nepal. 

9. International Monetary Fund, World Economic Outlook: Revised Projections (Washington, D.C., 1988). 
10. Susan M. Schadler, Effect of a Slowdown in Industrial Economies on Selected Asian Countries, DM-Series, 
DM/86/9 (Washington, D.C.: International Monetary Fund, 1986). The countries included in the sample were India, 
Indonesia, Republic of Korea, Malaysia, Pakistan and the Philippines. 
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external debt.!! It has also been shown that a substantial depreciation of the 
U.S. dollar could weaken the external position of the countries concerned. If such 
a depreciation were the result of a contraction in fiscal deficits and an easing 
of monetary policy in the industrial countries, so as to permit some decline in 
U.S. dollar interest rates, the adverse effects of the depreciation on the coun- 
tries current accounts and debt positions could be offset. If the depreciation 
of the U.S. dollar took place with no policy adjustments in the industrial coun- 
tries, raising the possibility of higher interest rates, lower growth and increased 
protectionism, the results for the countries would be substantially worse. 

This does not augur well for Asian and Pacific developing countries, especial- 
ly those countries already suffering from a significant and growing debt burden. 
For them it is no longer feasible to follow the traditional approach of financing 
growing current account deficits through rapidly rising foreign net borrowing. 
Henceforth, the current account deficit will have to be contained, most likely 
through containing import growth. Frequently, containing imports of capital 
goods, spare parts and raw materials is the most obvious path followed. However, 
this may be at the expense of development and growth. The South Asian coun- 
tries, with their very low per capita incomes and widespread poverty, already 
spend very large shares of their disposable income, domestic savings and ex- 
ports on servicing their existing debt. This drain on resources is rapidly increas- 
ing and has reached high levels in a number of them. 

Several Asian developing countries may have difficulties in the years ahead 
in maintaining imports of investment goods at the levels required to support 
higk growth in the medium term and at the same time continuing to service their 
external debt. Several financial constraints exist: (i) debt-service ratios have been 
rapidly rising and have reached high levels in several countries; (ii) real interest 
rates are still high by historical standards; (iii) net transfers of financial resources 
to Asian and Pacifie developing countries are falling; and (iv) protectionism 
abroad seems to be rising. 

In such an environment arrears may begin to build up and with them a need 
for rescheduling unless, of course, appropriate stabilization and adjustment 
measures are vigorously pursued, capital flight is reduced and its return en- 
couraged, non-debt finance is forthcoming (grants, direct investments}, and new 
schemes are successfully introduced aimed at reducing existing debt levels (e.g., 
debt-equity swaps and exit instruments). 

A crucial component in the strategy to promote development is increasing 
the level of new lending. Unfortunately, the flow of new capital is subsiding. 
In 1986 the net inflow of capital to the Asian and Pacific developing region 
rerrained at about one third of its level in 1981, just before the world debt crisis. 
However, the central issue for the Asian and Pacific developing countries in their 





1. Cline, op. cit. It was found that a 7 percentage point decline in interest rates would be needed to counter- 
balarce a 1 percentage point reduction in OECD growth in his sample, whereas under Schadler's assumption a 
decline of 5 percentage points would suffice (Schadler, op. cit., p. 21). 


94 Asian Development Review 


development effort is their need to finance new investment. The introduction 
of new IMF facilities, viz., the Structural Adjustment Facility (SAF) and the 
Enhanced Structural Adjustment Facility (ESAF), is encouraging, but there is 
little prospect of additional new financing from other sources. Commercial banks 
seem to have become even more reluctant to provide new financing. 

Much hope is currently placed by the developing countries on encouraging 
foreign direct investment. However, foreign direct investment will be forthcom- 
ing only if these countries introduce appropriate incentives to attract such in- 
vestment. This would require substantial economic policy changes since equity 
capital will flow only to countries where it is treated favorably and which cater 
to foreign investors’ requirements. A number of preconditions would have to 
be fulfilled: (i) elimination of foreign investment restrictions; (ii) reduction of 
price controls and subsidies; (iii) establishment of free markets; (iv) realistic ex- 
change rates; (v) reasonable labor relations; (vi) a conducive political environ- 
ment; and (vii) significant investments in modern infrastructure. 

The sharp decline in net direct investment in the countries studied during 
1981-1986 indicates that several of the most needy countries are not able to fulfill 
all these preconditions (see Table 5). Some countries are considered more at- 
tractive by foreign investors than others. This perception has led to a dispropor- 
tionately large flow of direct foreign investment to only a few countries, e.g., 
Hong Kong and Singapore. Also, the fear of many foreign investors of growing 
protectionism might induce them to place their direct investments behind 
existing tariff barriers and within the large emerging trade zones (e.g., North 
America and the EC and its associated countries). Hence, not only is there grow- 
ing competition between the Asian and Pacific region and other regions for direct 
investment, but also among the Asian and Pacific countries. A further polariza- 
tion is possible with the relatively advanced, open and stable countries forging 
ahead at the expense of the less advanced and the newly industrializing economies 
strengthening their leading position at the expense of countries that are less 
adaptable. 

It would appear that several of the poorer Asian and Pacific developing coun- 
tries may be facing a difficult period in the years ahead. Voluntary lending may 
not be forthcoming in the amounts required. Concessional resources are scarce. 
A large debt threatens to pre-empt the use of substantial shares of export earn- 
ings, national income, domestic savings and government revenue, and the capaci- 
ty of these countries to import and invest may be further reduced. Growth, 
development and poverty alleviation are bound to suffer. 


Looking Ahead 


If these conditions continued, export-led growth in many countries may be 
endangered, which will make it very difficult for them to reduce their debt 
burden. Unless there is debt relief, debt service will continue to claim substantial 


The Changing External Debt Situation in the Asian and Pacific Region 95 


parts of domestic resources. Per capita incomes — especially of the most disad- 
vantaged sections of the population in the poorest countries — will thus remain 
at their unacceptably low levels for years to come. Little inroad into poverty 
alleviation will be made. 

Base case simulations show that even under a cautiously optimistic assump- 

` tion, only a relatively small number of Asian developing countries may be ex- 

pected to improve significantly their position during 1987-2000, viz., the People’s 
Republic of China, Republic of Korea, Malaysia and Thailand where the adjust- 
ment process has already begun and which have been shown to be relatively 
free of large debt obligations. All others, however, and especially the poorest 
South Asian countries. would probably be unable to better themselves ap- 
preciably during the period under the assumptions of the simulation model 
em»loyed. Their substantial debt burden would prevent them from improving 
their domestic resource mobilization to the extent required. It is noteworthy 
that this scenario assumes relatively rapid, and particularly intraregional, export 
growth — a key determinant in future growth. 

A best case scenario would foresee a combination of more favorable 
macroeconomic developments triggered by adjustment policies in both industrial 
and developing countries. Improved productivity from technological progress 
suggests that industrial] countries could grow at an average annual rate of 3.5 
per cent during the 1990s. World trade would then grow at an average annual 
rate of 5-6 per cent. Reduced deficits in key countries would permit interest rates 
to stay in the 7-8 per cent range, and external financing to the Asian and Pacific 
developing countries is assumed to grow by 4 per cent from official sources and 
T per cent from private sources. In such circumstances, these countries would 
find it much easier to pursue their own reforms for sustained growth and develop- 
ment, relatively unencumbered by the existing debt burden. Only if conducive 
export conditions existed and the countries concerned were able to make full 
use of them could they expect to clear the obstruction of debt service in the path 
of development. 

To illustrate the importance of sustained export growth to overcome the 
impediment of a large debt-service burden, the simulations were subjected to 
sensitivity analysis, essentially reducing regional export growth from 7 per cent 
per annum in the base case to 6 per cent per annum, while keeping all other 
parameters unchanged. The one percentage point change in export growth 
dramatically altered the resulting scenario. By the year 2000 current account 
deficits would turn out to be several times larger than in the base case, and debt 
outstanding and disbursed would be three times greater. 

A reduction of overall export growth by one percentage point per annum 
would have staggering effects on the economies concerned. Imports, investment 
and consequently economic growth would have to be reduced to much lower levels 
urless, of course, non-debt financial inflows could be vastly increased and cancella- 
tion of debt by creditors became widely practised. However, the probability of 
this happening in the amounts required is not very great. To sum up, GDP growth 
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in the years ahead would depend greatly on export performance and the inflow 
of non-debt external resources. Their failure to materialize in the years ahead 
would be detrimental to economic development, welfare and poverty alleviation 
in several Asian and Pacific developing countries. 


Conclusions 


A number of Asian and Pacific developing countries continue to be 
constrained by heavy debt-servicing burdens in their development effort. At the 
same time, they are trying to maintain economic growth at levels higher than 
population growth. This has caused considerable liquidity problems in some of 
them, with the notable exceptions of the People’s Republic of China, Republic 
of Korea, Malaysia and Thailand. 

The exacerbation of debt problems during the remainder of this century, 
especially in the poorest countries, must be avoided. The pace of growth in the 
OECD countries may be too slow to stimulate a rapid expansion of exports in 
the Asian and Pacific developing countries most affected by large debts or bring 
about a lasting reversal of the long-term trend of declining real commodity prices 
needed by several countries to achieve a sustained capacity to service their grow- 
ing debt. Their hope lies in trying to gain market shares in the OECD countries 
— as does the hope of many developing countries. An alternative lies in the pro- 
motion of closer intraregional cooperation and trade. 

Considerable scope exists for this provided the countries of the region can 
compete in one another’s markets or else a block is created on the lines of the 
EC or the North American free trade area. On the creditors’ side, confidence 
in several Asian and Pacific countries, especially the most needy ones, has been 
waning, resulting in declining net capital inflows. More reliance on domestic 
resource mobilization and the attraction of non-debt financing is called for. Ap- 
propriate incentive systems would need to be established in most of the affected 
countries to achieve these ends. 

Sustained development and poverty alleviation in the poorer Asian and 
Pacific developing countries in the years ahead can only be achieved if new policy 
initiatives are formulated and vigorously implemented. The restoration of sus- 
tainable long-term growth would require greater efforts to achieve: (i) adjust- 
ments to ensure adequate resource mobilization; (ii) decontrol to ensure efficient 
resource allocation and resource use; (iii) technological change; (iv) export pro- 
motion and diversification; (v) new inflows of financial resources, especially con- 
cessional loans and non-debt finance, to support the adjustment efforts; and 
(vi) debt conversion schemes, innovative financial engineering and debt relief. 
The emerging situation would require careful monitoring. The operational im- 
plications for multilateral financing institutions and bilateral donors will need 
to be evaluated and appropriate strategies and new instruments determined. 
Encouraging private sector operations may be one of them, and special efforts 
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to promote regional cooperation and intraregional trade another. It is equally 
important that assistance from abroad be coordinated to avoid duplication and 
contradictory advice. Increased policy dialogue should play a major role in the 
design of adjustment programs and policy-based lending should play an impor- 
tant role. 

It is encouraging to note that the menu approach to alleviating debt-inflicted 
growth constraints pursued by the IMF and World Bank on a case-by-case basis 
is beginning to show satisfactory results. This approach needs to be continued 
so as to achieve desirable adjustments in the years ahead. Progress on debt will 
depend essentially on appropriate domestic policies, especially on fiscal balance 
and real exchange rates, against the background of a conducive trade environ- 
ment in the industrial countries. In such an environment, the support provided 
by multilateral financing institutions and bilateral donors should aim at devis- 
ing market-oriented solutions for a variety of specific problems. 
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The Asian Development Review is a part of the Asian Development Bank's 
effort to play a more broadly based development role in the Asian and Pacific 
region. In this endeavor, the Review, from time to time, focuses on a topic of ` 
interest to the region. 

The theme of this issue is the role of the newly industrializing economies 
(NIEs) in Asian development. The Asian NIEs, namely, Hong Kong, Republic 
of Korea, Singapore and Taipei, China have been at the leading edge of economie 
growth in the last few decades. Recently, the near-NIEs consisting of Malaysia 
and Thailand have followed them closely. The exchange rate realignments 
accompanying the Plaza Accord of 1985 led to significant structural adjustment 
and an acceleration in their growth rates. The experiences of these economies 
are likely to become increasingly relevant to other Asian developing economies, 
par-ieularly for their development strategies and policies in trade, saving, in- 
vestment and technology. In addition, as the NIEs join the ranks of the industrial 
countries, they will increasingly provide export markets for developing Asia and 
constitute important sources of capital, investment goods and technology. 

Most Asian economies are moving toward a more liberal and open economic 
_ System with greater reliance on market forces for pricing and investment decisions. 
As a result, their economic performance has become increasingly dependent on 
developments in the world economy, particularly the industrial economies. 
A slowdown in the growth rates of industrial countries together with increased 
protectionist tendencies and the formation of trading blocs would dampen export 
prospects for the developing countries of Asia. In this context, the emerging 
north-south pattern within Asia offers both a challenge and an opportunity for 
greater intra-Asian cooperation in trade, investment and transfer of technology. 
The articles in this Review present the experiences of selected economies and 
assess the prospects for greater economic cooperation in the region. 

The first article provides a broad overview of the likely impact of 
developments in the world economic environment in terms of industrial country 
growth rates, the international trading system, movements of capital and transfer 
of technology on the economic performance of the NIEs, the near-NIEs and the 
other Asian developing countries. The experience of Hong Kong and Taipei, . 
China and their potential contribution to Asian development are considered in 
the next two articles. The former being a small island economy and the latter 
a r2source-scarce economy, their experiences are representative of the NIEs. 
The fourth and fifth articles provide a glimpse of the emerging issues in Malaysia 
and Thailand from among the near-NIEs. Both countries demonstrate the poten- 
tiai for accelerated growth through diversifying from primary to manufactured 
. goods exports. The sixth article indicates the prospects and problems for coopera- 
tion between the economies of the north and south within Asia. The final article 
describes the issues that will be relevant for the NIEs in the decade ahead. 

It is hoped that these articles will provide useful insights into the role of 
the NIEs in Asian development and stimulate further study and wider discus-. 
Sion on greater Ásian cooperation. . eto Pes B 


A Note from the Editor 
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The Newly Industrializing Economies and 


Asian Development: Issues and Options 
Hakchung Choo and Ifzal Ali* 


he development experience of Asia in the last three decades is 

characterized by countries pursuing widely divergent strategies and 

policies resulting in disparate growth performances. The resource-poor 

Asian newly industrializing economies (NIEs), namely, Hong Kong; 
Republic of Korea; Singapore; and Taipei, China with their outward-looking 
export-oriented strategies, have recorded high growth rates.! In contrast, the 
resource-rich Southeast Asian countries, namely, Indonesia, Philippines, Malaysia 
and Thailand, have had varied experiences, with Malaysia and Thailand showing 
promise of joining the ranks of the NIEs in the near future. The success of the 
NIEs, and of Malaysia and Thailand, has led to a rethinking of development 
polieies in many Asian countries. 

The experiences of the Asian NIEs are likely to become increasingly 
relevant to developing countries in the Asian region, particularly for their 
strategies and policies in trade, saving, investment and technology. In addition, 
as the NIEs become more sophisticated they will increasingly provide export 
markets for developing Asia and constitute important sources of capital, invest- 
ment goods and technology. 

This article analyzes the role NIEs could play in the future development 
of Asia and explores areas and modalities of cooperation between the NIEs and 
other Asian developing economies. It first provides a brief review of the recent 
economic performance of the NIEs and their interaction with other Asian 
developing economies. It then assesses the current and medium-term changes 
in the world economy and their impact on the NIEs. Finally, it examines the 
prospects for cooperation between the NIEs and Asian developing economies. 


Recent Economic Performance of the NIEs (1986-1988) 


The NIEs with their outward-looking export-oriented policies have been the 
trailblazers in Asia's economic drive in the last three decades. More recently, 





* Tirector and Chief Economist, Economics and Development Resource Center, and Senior Economist, Economics 
and Development Resource Center, Asian Development Bank. The authors are grateful to A.I. Aminul Islam and 
Y. Iwasaki for valuable comments on earlier versions of the article. However, the authors remain responsible for 
the contents. . 
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during 1986-1988, these countries experienced rapid growth rates of gross 
domestic product (GDP) averaging 10.4 per cent per year (see Table 1). Except 
for Singapore in 1986, they recorded high growth rates in each of the three years. 
Buoyant growth rates in the industrial countries combined with currency 
realignments boosted exports from the NIEs which have fully exploited these 
favorable shifts in the external environment. During this period, annual growth 
rates for exports and imports averaged 26.8 per cent (see Tables 2 and 3). 


Table 1: Actual and Projected Real Growth of Gross Domestic 
Product of Selected Economies, 1986-1990 
(Percentages) 





1986 1987 1988 1989 1990 


Newly Industrializing Economies 10.6 11.8 8.9 6.8 6.2 
Hong Kong 11.2 13.6 7.5 5.5 4.5 
Korea, Rep. of 11.7 11.1 11.0 7.6 6.7 
Singapore 1.7 8.8 10.9 75 6.0 
Taipei, China 10.6 12.4 6.5 6.2 6.5 

Southeast Asia 3.2 5.3 7.0 6.2 5.6 
Malaysia 1.2 5.2 7.4 6.0 5.0 
Thailand 4.5 8.4 11.0 8.0 T.5 





Note: Projections for 1989 and 1990 are based on estimates reported in Asian Development Bank, Astian Develop- 
ment Outlook 1989 (Manila, 1989). 


Source; For 1986-1988: Asian Development Bank, Key Indicators of Developing Member Countries of ADB 
(Manila, various issues). 


Gross domestic capital formation in the NIEs has been fully financed by 
domestic savings, with the latter exceeding the former (see Tables 4 and 5). While 
the Republic of Korea had, until very recently, depended on external savings, 
Taipei, China has been a net lender since the early 1970s. The current account 
surpluses in the NIEs during 1986-1988 probably constitute a turning point in 
their development financing as they prepare to join the ranks of the industrial 
countries (see Table 6). Singapore was the only country among the NIEs with 
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Table 2: Actual and Projected Growth of Merchandise Exports of 
Selected Economies, 1986-1990 
(Percentages) 





1986 1987 1988 1989 1990 





Newly Industrializing Economies 18.4 33.8 28.2 11.7 13.2 
Hong Kong 17.4 36.8 26.2 11.9 13.7 
Korea, Rep. of 27.9 36.3 . 96.8 11.2 7.8 
Singapore -1.4 27.3 35.4 22.0 15.0 
Taipei, China 29.5 34.6 14.5 1.5 16.5 

Southeast Asia f -0.7 242 — 20.1 10.0 13.0 
Malaysia -9.5 29.1 17.1 5.5 8.8 
Thailand 24.7 31.7 38.1 23.7 21.2 


Note: Projections for 1989 and 1990 are based on estimates reported in Asian Development Bank, Asian Develop- 
ment Outlook 1989 (Manila, 1989). 


Source: For 1986-1988: Asian Development Bank, Key Indicators of Developing Member Countries of ADB 
(Manila, various issues). 


Table 3: Actual and Projected Growth of Merchandise Imports of 
Selected Economies, 1986-1990 
(Percentages) 





1986 1987 1988 1989 1990 





Newly Industrializing Economies 12.1 34.3 34.2 11.0 15.0 
Hong Kong 19.1 37.0 27.5 12.0 14.0 
Korea, Rep. of 12.1 30.0 32.6 14.6 11.9 
Singapore -2.9 21.8 30.0 24.0 18.0 
Taipei, China 20.2 42.8 46.5 -6.8 16.2 

Southeast Asia : 1.0 22.8 26.1 13.5 11.9 
Malaysia -10.9 14.7 30.2 13.5 7.2 
Thailand 0.2 42.2 48.6 24.7 22.8 





Note: Projections for 1989 and 1990 are based on estimates reported in Asian Development Bank, Asian Develop- 
ment Outlook 1989 (Manila, 1989). 


Soiree: For 1986-1988: Asian Development Bank, Key Indicators of Developing Member Countries of ADB 
(Manila, various issues). 
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Table 4: Actual and Projected Growth of Gross Domestic Capital 
Formation of Selected Economies, 1986-1990 š 
(Percentage of GDP) 


1986 1987 1988 1989 1990 ` 


Newly Industrializing Economies 24.3 26.1 214 30.2 81.8 
Hong Kong 28.3 25.3 25.0 24.0 23.0 
Korea, Rep. of 28.8 29.1 28.9 29.9 29.9 
Singapore 38.2 39.4 39.0 39.0 38.0 
Taipei, China 16.0 19.7 24.2 31.8 35.6 

Southeast Asia I 22.0 23.0 23.4 24.2 25.3 
Malaysia 25.3 24.0 27.7 29.0 28.7 
Thailand 22.5 23.6 24.2 24.8 27.0 


Note: Projections for 1989 and 1990 are based on estimates reported in Asian Development Bank, A stan Develop- 
ment Outlook 1989 (Manila, 1989). 


Source: For 1986-1988: Asian Development Bank, Key Indicators of Developing Member Countries of ADB 
(Manila, various issues). 


Table 5: Actual and Projected Growth of Gross Domestic Saving 
of Selected Economies, 1986-1990 
(Percentage of GDP) 


1986 — 1997 1988 1989 1990 


Newly Industrializing Economies 34.0 36.3 34.9 31.6 30.2 
Hong Kong 27.9 30.7 28.0 27.0 . 26.0 
Korea, Rep. of 33.6 36.5 36.6 34.9 32.9 
Singapore 38.9 40.4 43.5 39.0 39.1 
Taipei, China - 36.5 31.9 34.4 280 269 

Southeast Asia 23.3 24.2 23.0 228 28,1 
Malaysia 26.8 33.8 33.6 | 31.5 33.08 
Thailand 25.2 24.1 23.4 22.0 21.7 


a Gross national saving as percentage of gross national product (GNP). 


Note: Projections for 1989 and 1990 are based on estimates reported in Asian Development Bank, Asian Develop- 
ment Outlook 1989 (Manila, 1989). 


Source: For 1986-1988: Asian Development Bank, Key Indicators of Developing Member Countries of ADB 
(Manila, various issues). I 
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Table 6: Actual and Projected Current Account 
Balance of Selected Economies, 1986-1990 
($ billion) 


1986 1987 1988 1989 1990 


Newly Industrializing Economies 23.2 30.8 25.9 21.4 18.4 
Hong Kong 1.8 2.5 2.0 1.0 3.1 
Korea, Rep. of 4.6 9.8 14.3 12.0 8.0 
Singapore 0.5 0.5 0.5 . 0.5 0.4 
Taipei, China 16.2 17.9 9.4 7.9 6.9 

‘Southeast Asia -2.7 -0.6 -3.5 -6.6 -9.2 
Malaysia -0.1 2.4 1.2: 0.2 0.5 
Thailand 0.3 -0.3 -1.9 GE -5.0 


Note Projections for 1989 and 1990 are based on estimates reported in Asian Development Bank, A sian Develop- 
ment Outlook 1989 (Manila, 1989). 


Sourze: For 1986-1988: Asian Development Bank, Key Indicators of Developing Member Countries of ADB 
(Manila, various issues). : 


its current account barely in balance. It is noteworthy that most of the surpluses 
of the NIEs were on account of their trade with the United States. For example, 
in 1987 the Republic of Korea and Taipei, China had trade surpluses of $8.9 billion 
and $17.2 billion, respectively, with the United States. 

The gross external debt outstanding of the NIEs has declined substantially 
from $54.4 billion in 1986 to $36.5 billion in 1988 (see Table 7). The improvement 
in she Republic of Korea in this regard has been particularly impressive. The 
debt-service ratio of the Republic of Korea declined from 22.6 per cent in 1986 ` 
to 14.6 per cent in 1988 (see Table 8). In 1988 direct and portfolio investment 
by Taipei, China amounted to $3.8 billion. 

Table 9 provides a description of exchange rate changes. Since the Plaza 
Accord of September 1985, the currencies of the NIEs with the exception of Hong 
Kang have appreciated vis-à-vis the U.S. dollar.2 While there has been substan- 





2. The Plaza Accord was reached by the Group of Five (France, Federal Republic of Germany, Japan, United 
Kingdom and United States) in their September 1985 meeting at the Plaza Hotel, New York, to seek an orderly 
appreciation of the major non-dollar currencies. 
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Table 7: Actual and Projected Gross External Debt 
Outstanding of Selected Economies, 1986-1990 
($ billion) 








1986 1987 1988 1989 1990 








Newly Industrializing Economies 54.4 43.1 ` 36.5 32.6 28.1 
Hong Kong i o Se s e 
Korea, Rep. of 46.2 36.1 32.4 28.9 24.5 
Singapore 3.9 4.5 2.3 2.0 2.0 
Taipei, China 4.3 2.5 1.8 1.7 1.6 

Southeast Asia 101.5 113.4 115.4 120.9 126.9 
Malaysia 19.7 20.1 18.4 17.7 16.9 
Thailand 15.5 17.3 18.4 20.8 24.8 


. = not available. 


Note: Projections for 1989 and 1990 are based cn estimates reported in Asian Development Bank, A sian Develop- 
ment Outlook 1989 (Manila, 1989). 


Source: For 1986-1988: Asian Development Bank, Key Indicators of Developing Member Countries of ADB 
(Manila, various issues). 


Table 8: Actual and Projected Debt-Service Ratio of 
Selected Economies, 1986-1990 
(Percentages) 





1986 1987 1988 1989 1990 





Newly Industrializing Economies “13.9 17.4 78 5.9 5.6 
Hong Kong e - D x E 
Korea, Rep. of 22.6 30.8 14.6 11.0 94 
Singapore 2.6 24 1.9 1.3 0.9 
Taipei, China 5.4 3.7 0.6 0.4 1.7 

Southeast Asia 29.5 28.1 26.3 24.6 23.7 
Malaysia 19.9 22.6 20.4 16.6 12.2 
Thailand 21.6 18.0 14.9 18.8 14.2 








» = not available. 


Note: Projections for 1989 and 1990 are based on estimates reported in Asian Development Bank, Asian Develop- 
ment Outlook 1989 (Manila, 1989). 


Source: For 1986-1988: Asian Development Bank, Key Indicators of Developing Member Countries of ADB 
(Manila, various issues). 
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Table 9: Changes in Exchange Rates of Selected Asian Economies 
since Various Reference Dates: 1980-1988 








(Percentages) 
One Year Louvre Plaza US$ 1980 
Ago Accord? Accord? Peak° Average 
Newly Industrializing Economies 
Hong Kong $ 
vis-à-vis US$ 0.0 -0.1 -0.8 -0.1 -36.3 
vis-à-vis yen -9.3 -19.0 -48.9 -52.3 -64.2 
vis-à-vis Deutsche mark 4.5 -2.6 -39.1 -47.7 ~87.5 
Korean won 
vis-à-vis US$ 13.3 21.5 26.6 23.1 -183.8 
vis-à-vis yen 2.7 -1.5 -84.8 -41.2 -51.5 
vis-à-vis Deutsche mark . 183 18.5 -22.2 -85.5 -15.4 
Singapore $ i 
vis-à-vis US$ 3.5 7.5 7.0 14.4 7.3 
vis-à-vis yen -6.2 -12.9 -44.9 -45.3 -39.6 
vis-à-vis Deutsche mark 81 4.8 -84.3 -40.1 5.2 
New Taiwan $ 
vis-à-vis US$ 5.2 22.7 41.8 38.3 26.4 
vis-à-vis yen -4.7 -0.5 -27.0 -34.0 -28.9 
vis-à-vis Deutsche mark 9.9 19.7 -12.9 -27.6 23.9 
Southeast Asia 
Malaysian ringgit 
vis-à-vis US$ -6.5 -4.9 -6.9 -3.1 -18.9 
vis-à-vis yen -15.3 -22.9 -52.1 -53.7 -54.4 
vis-à-vis Deutsche mark -2.3 -7.2 -42.8 -49.3 -20.5 
Thailand baht : 
vis-à-vis US$ 1.1 2.5 -16.9 11.8 -19.0 
vis-à-vis yen -8.4 -16.9 -44.5 ~46.6 -54.4 
vis-à-vis Deutsche mark 5.6 0.0 -33.8 -41.5 ~20.6 





a 16-20 February 1987. 
b 16-20 September 1985. 
c 48 March 1985. 


Noie: Changes from reference dates are caleulated from exchange rates prevailing on 2 November 1988, the 
cut-off date for the exchange rates underlying the projections published in Organisation for Economic 


Co-operation and Development, OECD Economic Outlook, no. 44 (Paris, December 1988). 


Source: Organisation for Economic Co-operation and Development. 
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tial depreciation against the yen and the Deutsche mark, it has been greater 
against the yen. In the period 1986-1988, there have been substantial wage 
increases in all the NIEs, with the biggest rise of 34 per cent occurring in the 
Republic of Korea. Although the improvements in the export competitiveness 
of the NIEs in the Japanese and European Economic Community (EEC) markets 
have been tempered by wage rate changes, their overall performance in the last 
three years has been impressive. Combined with their good performance during 
1970-1985, they have reached a threshold in their development process. They 
are likely to become important net exporters of capital while currency apprecia- 
tion and wage increases will lead them to higher value export items. 

The international trading environment has been a major factor in shaping 
the export demand for commodities produced by the NIEs. High growth rates 
in industrial countries and currency realignments have played a key role in 
augmenting export demand from the NIEs. In addition, a major source of 
continued high growth rates of exports in the NIEs has been the increasing trend 
toward diversification of export markets through an increased penetration of 
non-traditional markets, while continuing to take advantage of the buoyancy in 
the developed country markets. The realignment in eurrencies has helped the 
expected redirection of trade from the NIEs which were traditionally heavily 
dependent on the North American market toward other markets such as Europe 
and Japan. The largest shifts in the direction of trade, however, have occurred 
in the intraregional trade in the Asian region, and this trend is expected to 
strengthen in the longer term. A dominant force for the expansion of 
intraregional trade is the rapid opening up of Japan's domestic market, making 
it the fastest growing export market for most Asian and Pacifie developing 
countries. While the main beneficiaries of the import surge in Japan have been 
the NIEs, trade between Japan and other Asian economies also expanded very 
rapidly in 1987. 

An equally important emerging trend is the rapid increase in trade among 
Asian developing economies. Such trade has been mainly stimulated by the 
opening up and progressive liberalization of domestie markets as well as the 
increasing horizontal and vertical division of labor accompanying the recent 
relocation of industries, in partieular from the NIEs to the rest of developing 
Asia. Bilateral trade between the NIEs, the People's Republie of China, South 
and Southeast Asia has expanded rapidly in 1987 and 1988 — in most cases second 
only to Japan — and is expected to continue to be a major source of export growth 
for the region. 

In terms of domestic factors, Hong Kong and Singapore are distinct from 
the Republic of Korea and Taipei, China. In the former, the services sector 
predominates; in the latter, the industrial sector is most important. However, 
a common strand characterizing these economies is that in the last three decades 
they have pursued market-oriented outward-looking polieies, combined with 
investment in human resource and technological development. During 1986-1988 
domestic policies in Singapore to induce and nurture growth were concentrated 
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in three areas, namely, information-based service, human infrastructure and local 
entrepreneurship. In the Republic of Korea and Taipei, China, the major policy 
initiatives were in financial liberalization, import liberalization, internationaliza- 
tion of the economy, decentralization of economic power and enforcement of fair 
trade practices. Policies for structural adjustment and accelerated industrial 
technology development were also important. To sum up, the emphasis in the 
domestic policies of the NIEs between 1986 and 1988 was on further rationaliza- 
tion of their export-oriented regimes on the basis of market principles. 

In regard to the impact of NIEs on developing Asia, three aspects are con- 
sidered in this discussion, namely, trade flows between the NIEs and the Asian 
developing economies, the impact of currency appreciation in the NIEs on trade 
wita Asian developing economies and capital flows from NIEs to Asian 
developing economies. In terms of both exports and imports, the rest of Asia 
plays a relatively minor role for the NIEs (see Table 10). The United States is 
still the most important export market while Japan is the most important source 
of imports for the NIEs. The data on the direction of trade indicate that there 
has been a strengthening of linkages among the NIEs and between them and 
Japan. Intraindustry trade was an important factor. 

The appreciation of the currencies of the NIEs, their rising labor costs and 
their graduation from the list of the Generalized System of Preferences (GSP) 
of ;he United States, is a welcome development for the Asian developing 
economies since it makes their exports relatively more competitive. Consequent- 
ly, the Southeast Asian countries, the People's Republic of China and some 
countries in South Asia have been able to substantially increase their 
manufactured exports. The eurrency appreciation and domestic restructuring 
in Japan have opened up domestic markets in Japan, and this has benefited the 
Asian developing countries. Also, growth in the Japanese market has compen- 
sated for the slower growth of imports by the United States. The exports of 
the NIEs to Japan grew by 23 per cent between 1987 and 1988 and their market 
sheres in Japan increased from 12 per cent to 13 per cent. Other Asian developing 
economies also benefited from the rapidly expanding domestic markets in Japan 
and their exports to Japan grew by 11 per cent in 1988. Some also benefited 
from growing imports by the NIEs which are themselves providing markets for 
the region as they restructure their economies toward less labor-intensive in- 
dustries. Partly as a result of these growing markets, export growth in Thailand 
and the Philippines increased by 36 per cent and 23 per cent, respectively, in 
1988. Import volumes into the Asian region are also growing more rapidly than 
in any other region of the world, reflecting not only the dynamism but also the 
growing importance of the region in the world economy. 

Currency appreciation coupled with rising costs of labor has started to 
induce the NIEs to transfer their industries, especially those that are labor 
intensive, to the Asian developing economies. Àn important factor in the strong 
growth performance of the Asian developing economies in 1988 was the sharp 
rise in foreign investment activities in the region. Such foreign investments are 
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leading to rapidly rising investment spending in some of these economies. Though 
industrial relocation and large foreign investment flows within the region had 
been recorded mainly since 1987, the size of the phenomenon in 1988 makes it 
a very significant development in the region. Hong Kong; Japan; Republic of 
Korea; and Taipei, China have greatly increased their foreign investments in 
the region since 1987. Investments from the United States and the EEC have 
also followed swiftly. In 1988 there were 390 and 400 applications by investors 
from Japan and Taipei, China in Thailand. Proposals involving Japanese owner- 
ship rose to $5.9 billion, more than three times the 1987 level, and far more than 
the $2.2 billion of investment proposed by investors from Taipei, China and their 
Thai partners in 1988. 

Although information remains rather sketchy at this stage as not all invest- 
ments seek promotion privileges and approved investments do not necessarily 
materialize in actual investments, the trends depicted in some of the figures are 
obvious and indieative. Southeast Asia, partieularly Thailand, Malaysia and 
Singapore, as well as the People's Republie of China, benefited mostly from 
industrial relocation activities, but in the course of 1988 the phenomenon was 
progressively affecting more countries in the region. Foreign investment 
activities have been rising rapidly in India, Indonesia and the Philippines. Many 
other developing countries, such as Viet Nam and Lao People's Democratie 
Republic, are also taking steps to attract foreign investment. 

To a large extent, the strong growth in private sector investments in 
Malaysia in 1988 was attributed to foreign investment which appeared to be 
responding to the positive measures undertaken by the Malaysian government 
such as a sharp decline in the real effective exchange rate, reinvestment 
incentives, further relaxation of the foreign investment code in 1986 and 
additional deregulation and liberalization. Other factors that have attracted 
foreign investment to the Malaysian economy include: (i) strong economic 
considerations such as stable commodity prices and reasonable expected real 
GDP growth rates in the medium term; (ii) low operating costs due to wage 
restraints in the past three years, adequate infrastructure, availability of cheaper 
credit and additional investment incentives proposed in the 1988/89 budget; and 
(iii) establishment of the New Investment Funds, Export Credit Refinancing 
Scheme and the Association of Southeast Asian Nations (ASEAN)-Japan 
Development Funds. 

A comparison of the performance of the NIEs with that of other Asian 
developing economies would provide an appropriate perspective for assessing 
the role of NIEs in Asian development. Developing Asia experienced buoyant 
growth in 1988, achieving an aggregate growth rate of 9 per cent which surpassed 
that of all other regions of the world. The next highest growth rate was 4 per 
cent for the industrial eountries. The growth rate of real per capita income also 
surpassed that of the other regions in the world, averaging 7.7 per cent in 1988 
compared with 2.2 per cent for the developing countries as a whole. The NIEs 
experienced growth rates of 9 per cent compared with just over 7 per cent for 
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the Southeast Asian countries, including Indonesia, Malaysia, Philippines and 
Thailand, and 8 per cent for South Asia. The growth rate for the People’s Republic 
of China was 11.2 per cent. The economic performance of the Asian region in 
1988 is representative of the high growth rates from 1970 to 1987. However, the 
differences in growth rates among country groupings narrowed in contrast to 
wide disparities that existed earlier. 

In the past, the varied economic performance among Asian developing 
economies has resulted in widening income differentials between rich and poor 
countries. For example, in 1965 the average per capita incomes of the NIEs in 
current dollar prices was $185 compared with $100 for the South Asian coun- 
tries, or less than two to one. This gap widened to 14 times in 1987, i.e., $4,000 
against $290. The growing differentials in economic structure, employment 
patterns, foreign trade composition and financing of development expenditures 
have been accompanied by the emergence of a north-south differentiation within 
Asiz. The magnitude of current account surpluses that has been generated in 
the NIEs over the last two years in contrast to the growing foreign debts of 
some Asian developing economies is indicative of this trend. 

The polarization within Asia is aggravated by weak trade linkages between 
the 2oorer Asian economies and the NIEs. Though this is partly counter-balanced 
by some foreign direct investment by the NIEs in the Asian economies, it is 
notable that the direct investment by Japan and the NIEs has been concentrated 
in the Southeast Asian economies. These economies, perhaps with the exception 
of the Philippines, are remrorcing the dynamism of the region and also making 
it more multilayered. 

To sum up, developments during the 1986-1988 period were significant 
because: (i) they had favorable impacts on the region and particularly on the NIEs; 
(ii) those countries with export-oriented policies were the greatest beneficiaries 
of tne favorable changes in the world economy; (iii) the policy reforms under- 
taken in Southeast Asia since the mid-1980s (except for the Philippines) enabled 
these countries to improve their economic performance during the period; 
(iv) she Republic of Korea, which had traditionally depended on external savings 
for its ambitious investment programs, has now become self-sufficient in 
investible resources; and (v) acute labor shortages in the NIEs, together with 
a general political atmosphere toward democratization, are bringing about 
fundamental changes in the labor market and the wage determination mechanism. 

In addition, the importance of the period 1986-1988 is highlighted by the 
interaction between changes in the world economy and those in the NIEs and 
Asian developing economies which reveals the following new pattern: (i) growth 
in tae NIEs; (ii) inerease in labor costs; (iii) growing current account surpluses; 
(iv) appreciation of currencies; (v) restructuring of industries leading to the 
upgrading of manufactured exports; and (vi) investment boom in some Asian 
economies resulting from restructuring in the NIEs and increased direct foreign 
investment. 
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Medium-Term Changes in the World Economy and 
Their Impact on NIEs 


The globalization of markets for both products and services is an important 
factor contributing to growing interdependence among the industrial countries. 
The impressive performance of the NIEs in recent years has resulted in 
increasing integration of their economies with those of the industrial coun- 
tries through trade. The prospects and problems facing the NIEs in the second 
phase of their “catching up” will be influenced by external factors, including 
growth in the developed countries, international currency arrangements and 
realignments, the global trade system, including growing bilateralism and 
regionalization, and the increasing importance of technology in international 
competition. 

Growth in the world economy was strong in 1988 as output in the industrial 
economies increased to an annual rate of over 4 per cent. Also, the volume of 
world trade increased by 9.2 per cent. As the expansion of the world economy 
enters its sixth year, there are signs that all the major industrial countries are 
encountering supply constraints. Capacity utilization rates are close to previous 
peaks and unemployment rates have fallen in some countries. 

Growth of domestic demand and economic activity in the industrial coun- 
tries are likely to slow down over the next two years with inevitable repercus- 
sions for the Asian region. Domestic monetary policy is likely to be tighter in 
1989 and 1990, and while fiscal policy may remain neutral in most industrial 
countries, it will tighten in the United States. Higher real interest rates in most 
countries will discourage both investment and credit-financed consumption 
expenditure. Thus, growth in industrial countries is likely to decelerate to slightly 
over 3 per cent in 1989 and under 3 per cent in 1990.3 

The growth rate of gross national product (GNP) in Japan is expected to 
fall to 4.2 per cent in 1989 and 4 per cent in 1990 as domestic demand, consumption 
and investment revert to their trend growth rates. The structural transformation 
of Japan’s economy, associated with the increasing importance of domestic 
demand rather than exports, is also likely to continue into 1989 and 1990, 
providing growing markets for the region’s exports, to some extent compensating 
for the slowdown in U.S. markets. However, the growth of imports into Japan 
in recent months has slowed and exports have been rising more rapidly; much 
depends on what remains of the yen appreciation to feed into trade flows. The 
budget planned for fiscal year 1989 is neutral and is likely to be also neutral 
in 1990. For fiscal year 1989, the budget is up by 6.6 per cent over 1988, reflecting. 
the ability of the government to increase spending and cut borrowing while keep- 
ing the fiscal situation under control. 

Growth in North America is also expected to moderate in 1989 and 1990. 
As fiscal adjustment begins to take place in the United States, growth is 
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predicted to fall to 3 per cent in 1989 and 2.8 per cent in 1990. In 1989 and 1990 
much would depend on how the correction of the deficits occurs. If the adjust- 
ment is smooth, then the above-mentioned growth rates are likely to prevail. 
However, if monetary policy in the United States becomes too restrictive or if 
the budget deficit remains a fundamental concern, the economy could experience 
a much sharper downturn in 1989/90. A sharp downturn in the U.S. economy 
would inevitably affect trade performance and output in the Asian developing 
economies. Although it is possible that lower export growth to the U.S. market 
could be offset by a more rapid growth of imports into the markets of Japan 
and the NIEs, it is more likely that a large contraction in the United States would 
reduce exports from Japan and the NIEs with deflationary effects in these coun- 
tries, causing a further fall in the growth of trade in the region. 

The volume of world trade is forecast to decelerate to around 5 per cent 
to 6 per cent over the next two years. These forecasts are based on a slowing 
of activities in industrial countries and continuing buoyant import growth in 
Japan and the NIEs. A deceleration in the growth of trade volumes is also 
expected to take place in the Asian developing region in 1989 and 1990, though 
the region will still experience growth in trade substantially higher than other 
regions of the world, including the industrial countries, as intraregional and inter- 
regional trade continue to strengthen. 

A slowdown in growth rates of the industrial countries and in the growth 
of world trade will have a negative impact on GDP growth rates in the NIEs 
(see Tables 1 and 2). Improved balance between domestic demand and exports 
will be necessary. The NIEs should be able to offset lower export growth from 
a slowdown in industrial countries by stimulating domestic demand and through 
moving to higher technology sectors by promoting competitiveness in their 
export markets. - ; 

An important development of the past decade and a half has been the 
muitipolarization of the world financial and trading system, i.e., the shift from 
a one-currency to a multicurrency system which in essence is dominated by the 
U.S. dollar, the yen, and the Deutsche mark. This multipolarization has been 
greatly accelerated in the last two years and its effects will be important in the 
future. While the evolution of a tripartite system is not surprising and reflects 
the rising economic strengths of Japan and the Western European countries, 
it raises issues relating to the distribution of the benefits and costs of managing 
the world's economy. 

In the one-currency system, the United States set the standard and all other 
countries adjusted their macroeconomic policies accordingly in order to maximize 
their individual development goals. The United States also found that its interests 
were satisfied both by the benefits of running the global system and the costs 
of being the "nth Country". In the present tripartite system, the United States, 
Japan and Western Europe have a joint responsibility for contributing to world 
grcwth and welfare. At the same time, the issue of the distribution of the benefits 
and social costs of managing and maintaining the system becomes more complex. 
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Coordination of macroeconomic policies and harmonious agreement with other 
groups on joint economic policies have become important. 

The steadily expanding volume of world trade and the explosive growth 
in international flows of capital have brought the economies of the tripartite coun- 
tries closer together. Inter-regional exports of these countries expanded more 
than tenfold during 1970-1987. Increased interdependence and diversified 
interests have enhanced the need for coordinating economic policies. With 
strengthening linkages between the NIEs and the tripartite countries, it can 
be argued that by participating in the coordinating process, the NIEs are likely 
to have a greater chance of shaping results in ways that are more favorable to 
them than if they are absent. Coordination could range from consultation and 
exchange of information to agreement on joint action. In future, greater market 
interdependence between the tripartite countries and NIEs will result in 
significantly greater policy interdependence among them. This could entail 
appreciation of their currencies and internationalization of their markets. 

During the Bretton Woods period, world trade and output expanded rapidly 
under the liberal international economic order spurred by the International 
Monetary Fund (IMF) and the General Agreement on Tariffs and Trade (GATT). 
While the IMF established procedures for orderly international macroeconomic 
agreement, GATT sought to dismantle trade barriers under the various rounds 
of negotiations. 

GATT might claim significant success. Seven successive rounds of negotia- 
tions have reduced average tariffs in industrial countries from an average of 
40 per cent in 1947 to around 5 per cent. The volume of trade in manufactured 
goods has also multiplied twentyfold, and membership has quadrupled. The 
Uruguay Round, launched in 1986, is due for completion by the end of 1990. This 
Round is by far the most complex and wide-ranging and is to focus on curbing 
the intensifying protectionist movement in developed countries, strengthening 
GATT rules in agriculture, improving the enforcement powers of GATT, and 
extending GATT coverage to services. 

The polarization of the world into various regional trading entities — the 
proposed full economic integration of Europe by 1992, the recently concluded 
U.S.-Canada Free Trade Agreement, and the recently signed U.S.-Mexican 
Understanding — threatens to undermine the credibility of GATT and the open 
multilateral trading system it upholds. Economic integration of Europe and the 
melding of North America could lead to more self-sufficient and inward-looking 
economic entities which prefer to trade and invest among themselves rather than 
with the rest of the world. For example, access to European markets after 1992 
for the rest of the world could be significantly reduced. 

With the polarization of the world into a tripartite system, a situation 
of the breakdown of the multilateral monetary and trading system has been 
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reached. As the industrial countries negotiate among themselves, the interests 
of the majority of the developing countries could be less relevant. Pressures for 
protectionism become strong because of the polarization of the world into regional 
trading entities. 

In future, the trend toward regionalism will probably be more pervasive. 
Some form of economic alliance within Asia cannot be ruled out. Efficiency gains 
from integration could have a significant impact on the world economy, boosting 
trade and investment opportunities outside and within the region. Regional 
agreements, however, should conform to and support an open multilateral system 
and the liberalizing impact of the Uruguay Round. 

Apart from the globalization of markets, the other major trend in world 
trade that will continue to be important will be technological change. The two 
most significant technological innovations during the 1980s were micro- 
electronics and biotechnology.5 Microelectronic technology consists of the 
devzlopment of complex, compact and powerful integrated circuits, which can 
be used in information processing. This has greatly reduced the unit cost of 
processing information and has thus made the adoption of microelectronic 
technology technically and economically feasible for numerous subsectors of the 
economy and for small business units. From the point of view of the developing 
countries, the major export industries likely to be affected by microelectronic 
technology are the electronics industry itself and, surprisingly, the garment 
industry as well. 

Technological progress might lead to factor intensity reversals in both of 
these industries, and this might bring about a shift from labor-intensive to capital- 
intensive production processes. The possible implication of this for the low-income 
countries in South and Southeast Asia is that they may lose the comparative 
advantage which they had enjoyed in the production of these goods. 

The recent developments in biotechnology, including genetic engineering, 
are important in three areas: (i) chemical substances generated from genetically 
engineered organisms; (ii) genetically engineered micro-organisms; and 
(iii) genetic engineering of plants and animals. Since the full-fledged impact of 
the biotechnological revolution will probably not occur earlier than the beginning 
of the twenty-first century, it is difficult to assess its full impact on developing 
countries in the near future. There is, however, a danger that the developed 
countries which will have ready access to these technologies will be able to 
produce agricultural commodities at lower prices, thereby affecting the income 
of the agrarian economies of Asia and in other developing regions. 

The rapid advances in technology will alter the geographical distribution 
of trade and cause major shifts in the pattern of international specialization. The 
availability of resources and the level of labor costs will have a less significant 
bearing on international specialization, while the capacity to adjust production — 


5. Edward K.Y. Chen, “Technological Revolution and Economic Development”, in Productivity Through People 
in the Age of Changing Technology (Tokyo: Asian Productivity Organization, 1987), pp. 91-107. 


18 Asian Development Review 


through the implementation of sophisticated technology which can be either 
created or imported — plays a more important role. Achievement in the inter- 
national market will therefore be more closely linked to entrepreneurship and 
the capacity to respond rapidly to this change. 

The discussion on medium-term changes in the world economy has 
highlighted the following factors: slower world economic growth and trade, closer 
coordination of policies between NIEs and the industrial countries, emergence 
of trading blocks, and continuous technological change. Slower growth in world 
output and trade implies that the importance of domestic markets in the NIEs 
would inerease. Closer coordination of polieies will lead to liberalization and 
further internationalization of the NIEs with the likelihood of currency apprecia- 
tion. The emergence of trading blocks will result in greater intra-Asian trade. 
The greatest challenge to the NIEs will be in the area of technological] change 
where a vast gulf separates them from the industrial countries. Recent develop- 
ments in microelectronics, optical fibers, biotechnology, mechatronics, super- 
conductivity and artificial intelligence show that the world is entering a period 
of vast technological progress, perhaps even another industrial revolution. The 
inereasing importance of research and development and a highly educated labor 
force are being incorporated in the structural transformation of the NIEs in their 
second phase of catching up. For the Asian developing economies, the decreasing 
share of labor cost, especially that of simple labor in manufacturing, will make 
the general policy environment and infrastructure within each individual country 
even more important for successful industrialization and for attracting direct 
foreign investment." 


Future Perspective of the Relationship between 
NIEs and Asian Developing Economies 


The identification of the key areas of common interest between the NIEs 
and the Asian developing economies will need to be preceded by assessing the 
direction of change in the NIEs that will follow from the external factors 
described in the previous section. The slowdown in the industrial countries and 
the forecast for the U.S. economy in 1989 and 1990 will reinforce the emergence 
of Japan as a major market for the NIEs and Asian developing economies. The 
expected continued strength of the yen will reinforce this trend, though Japan 
seems to be somewhat cautious in the opening up of its market. The excessive 
dependence on the U.S. export market may diminish. 

Japan's market integration with the NIEs has an important implication for 
the international division of labor. The inereased export intensity and diversity 
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7. Partha Dasgupta and P. Stoneman, eds., Economic Policy and Technological Performance (Cambridge: 
Cambridge University Press, 1987). 


The Newly Industrializing Economies and Asian Development 19 


in manufactured goods of the NIEs in relation to Japan will imply that the range 
of tie horizontal division of labor will expand between them. Initially, the 
expansion of horizontal division of labor between Japan and the NIEs had 
resulted from a change in industrial structure in Japan and improved comparative 
advantage of the NIEs.8 The rapid appreciation of the yen greatly accelerated 
this horizontal division.? Since the increased horizontal division of labor implies 
that industrialization in one country will induce industrial production in another, 
its dynamic effects have enormous potential for Asia as a whole. 

The impact of technological change is likely to be reflected in the change 
in the composition of exports from NIEs. The share of knowledge-based export 
products will increase at the expense of raw material-based exports. An 
important aspect in the rising share of high technology products in the NIEs 
is servicing. Pre-care and after-care servicing involving services of highly skilled 
human resources have become a key factor for exports. These are increasingly 
becoming transactions of packages rather than of individual products. The NIEs 
will need to move in this direction. One consequence of these changes will be 
a decline in the raw material content of the exports of the NIEs. As a result, 
the relationship between primary commodity production and industrial output 
might be weakened. 

Further, mechatronics has made possible the automation of many assembly 
and quality control processes. In consequence, the production of electronic 
components and final goods has become much less labor intensive. Because of 
high costs involved, a firm adopting mechatronies has to produce in large quan- 
titizs. However, its adoption enables a firm to produce batches of specialized 
preducts in small quantities. Thus, there is now a significant difference between 
economies of scale of the firm and economies of scale of producing a particular 
prcduct. The use of mechatronics has increased the economies of scale of a firm 
but has decreased the economies of scale of a product.10 

The implications of the above for the pattern of international trade and 
investment are that some reversal of flow from developing to developed coun- 
tries may occur. It can be argued that developing countries might lose their 
comparative advantages in many electronics products, especially in the 
assembling and testing of semiconductors and the assembling of many electronic 
consumer products and computers. 

The clothing industry which has been traditionally labor intensive is likely 
to De greatly affected by the emerging mechatronics revolution. The production 
of elothing comprises three major stages: pre-assembly, assembly and finishing. 
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vol. 26, no. 4 (December 1988), pp. 306-322. 
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Mechatronics has led to significant changes in pre-assembly activities, e.g., 
grading, marking and cutting. Computer-aided interactive graphics and 
numerically controlled cutters have replaced labor in the pre-assembly stage. 

The increased interdependence of the economies of the NIEs and industrial 
countries in a polarized world will be accompanied by coordination in 
macroeconomic and trade policies.!! This will result in further rationalization 
of economic policies in the NIEs. Internationalization of their economies, currency 
appreciation and wage increases are likely to follow. 

The three major external factors highlighted will continue to lead to struc- 
tural adjustment in the economies of the NIEs. While there is near unanimity 
on the need for structural adjustment, sharp differences of opinion could arise 
on the issue of the speed of adjustment. The nature and form of relationship 
between the NIEs and the Asian developing economies will be influenced by 
this structural adjustment. 

The polarization of the world economy and the emergence of regional trading 
blocks will have major implications for Asia where the scope for regional trading 
arrangements may need to be explored. Intra-Asian trade in terms of trading 
relationships between the NIEs and the Asian developing economies has been 
limited in the past. The question is whether in the changed world economic 
environment, there is scope for closer intra-Asian cooperation. 

The discussion so far raises some complex issues. In the second phase of 
catching up, the linkages between Japan and the NIEs will be strengthened. 
North-south differences within Asia would increase. Technological change, 
currency appreciation and wage increase would induce the NIEs to move up in 
export markets, thereby opening opportunities for exports from the Asian 
developing economies. This will need to be tempered by some possible factor 
intensity (capital/labor ratio) reversals associated with technological change. An 
important issue is whether the horizontal division of labor in the trade relation- 
Ship between Japan and the NIEs in the 1980s be replicated in the trading 
relationship between the NIEs and the Asian developing economies.!* Japanese 
direct foreign investment had played a key role in fostering the horizontal divi- 
sion of labor in the NIEs. In surplus management in the NIEs, what role can 
foreign direct investment by the NIEs play in augmenting intraindustry trade. 
between the NIEs and the Asian developing economies? 

So far, the Asian developing economies have been referred to as a group. 
However, they are diverse, consisting of the resource-rich Southeast Asian, 
primarily agrarian South Asian, and giant economies such as the People's 
Republic of China and India. It has been observed that reminiscent of the flying 
geese pattern, the Asian scene looks like a multistage catching-up process in 
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which all three groups have been moving up the market in an apparent attempt 
to catch up with one another. The Southeast Asian economies try to catch up 
with the NIEs, the South Asian economies try to catch up with the Southeast 
Asian economies, while the People’s Republic of China and India appear from 
belcw the Southeast Asian economies and challenge them in many industrial 
products.1? This multistage process of catching up requires a constant restruc- 
turing of industries at different development stages. Policy reforms implemented 
by the Asian developing economies in the 1980s have provided added impetus 
to the multistage catching-up process. 

It is remarkable that in the past two decades almost all the Asian develop- 
ing economies have deliberately moved away from policies of extensive state 
conzrol of the economy and inward-looking industrialization toward market and 
export-oriented policies.!4 Few would have forecast in 1960 that not only Hong 
Kong; Republic of Korea; Singapore; and Taipei, China but also Indonesia, 
Maiaysia, Philippines and Thailand, almost all the countries of South Asia and 
the People's Republic of China and Viet Nam, would make liberalization of trade, 
deregulation of industry and increasingly autonomy for (if not yet privatization 
of) state enterprises major objectives of national economic policy in the 1980s. 

The motive behind these policy reforms has been the realization that inward- 
looking industrial development for a protected domestic market was building 
up relatively inefficient, internationally uncompetitive industries and, more 
generally, that excessive state regulation of industry inhibited industrial develop- 
meat and economic growth. An ingredient in almost all the reforms has been 
the belief that greater reliance on market forces, international competition and 
the price mechanism would make for a more dynamie economy and more efficient 
allocation of resources. 

Having achieved the threshold of foodgrain self-sufficiency and given the 
limited employment opportunities in agriculture, the Asian developing economies 
will need to substantially increase the share of the manufacturing sector in both 
output and employment. While policy reform will be essential in allocating 
resources for efficient import substitution and export promotion, the capital 
required for investment purposes will be substantial. T'wo issues are important. 
First, poliey rationalization is based on the assumption that efficiently produced 
manufactured exports will find ready markets.45 Second, capital inflows to the 
Asian developing economies will alleviate adjustment costs and finance invest- 
ment associated with structural adjustment. What role can the NIEs play in 
providing export markets to the Asian developing economies? Is there scope 
for capital flows to the Asian developing economies from the NIEs? 
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The following issues may need to be considered when assessing the future 
role of NIEs in Asian development. First, the shift of exports of the NIEs from 
the U.S. market to Japan and the European Community (EC) is imminent as 
bilateral balance and reciprocity have become key considerations in the formula- 
tion of trade strategies. Clearly, the excessive dependence on the U.S. market 
is the major problem for the NIEs. The shift of manufactured exports of the 
NIEs would change their import structures as well, reflecting "bilateralism", 
which would in turn affect the trade pattern of the Asian developing economies. 
For example, exports of knitwear from the Republic of Korea to Japan have been 
increasing rapidly. Japan has urged "voluntary restraint" on exports of knitwear 
from the Republic of Korea. If Japan aecepts knitwear as a "sunset" industry, 
a vacuum will be created by the Korean export restraint, thereby opening export 
opportunities for the Asian developing economies. In this respect, it would be 
interesting to assess the market penetration by commodity category of manufac- 
tured exports of Asian developing economies in Japan and the NIEs and to 
analyze the potential imports of the Asian developing economies from Japan and 
the NIEs, both of which will be major factors shaping the pattern of trade of 
Asian developing economies in the medium term. 

Second, the multipolarization of the world economy would mean an in- 
creasing importance of trade within the region, in both North-South and South- 
South terms. In the past two years, there has been a surge of exports to Japan 
from the NIEs, the People's Republie of China and other Asian developing 
countries in a wide range of manufactured commodities (apparels, steel, electric 
machinery and electronics) An analysis of the factors (exchange rate, import 
liberalization, quality upgrading, marketing efforts, etc.) behind the rapid 
increase in the exports to Japan and resultant changes in trade patterns within 
Asia would shed some light on the future growth potential in intraregional trade 
in general and trade between the NIEs and the Asian developing economies 
in particular. 

Third, the role of direct foreign investment both as a substitute and 
complement for trade has gained importance due to protectionism in industrial 
countries. For instance, many of the recent direct investments by Japan in the 
United States and the EC are to avoid quantitative and other trade restrictions; 
the same products are produced locally but major components are imported from 
the parent companies at the same time. The traditional direction of direct foreign 
investment, which was largely between the industrial countries or from the 
industrial to developing countries, has also changed. A symbolic case in point 
is a Korean firm's attempt to produce automobiles in North America. On the 
other hand, increased competition, appreciating home currencies and rising labor 
costs in Japan and the NIEs have increased the importance of cost saving and 
accelerated the shift of a wide range of export-oriented manufactured products 
to Southeast Asia and other Asian developing countries. The impact of foreign 
direct investment by the NIEs on the industrialization and export performance 
of Asian developing countries is likely to be important. 
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The most successful countries in attracting foreign direct investment have 
been those with stable economic and political environments.!? Interestingly, 
developing countries which attracted such funds by offering special incentives 
to compensate for unfavorable macroeconomic policies have not attracted much 
direct investment in recent years. On the other hand, foreign direct investment 
has steadily flowed into countries where the overall policy environment has been 
favorable. This indicates that the policy reforms which are required for growth- 
oriented adjustment are not different from those required for attracting foreign 
direct investment. In fact, the open development strategy associated with 
growth-oriented adjustment not only promotes foreign direct investment but 
alsa increases its development impact in the recipient developing country. 

Fourth, attention needs to be drawn to the fact that the emergence of the 
NIEs as competitive industrial powers contributes greatly to the dynamism of 
the regional economy. The competitive pressure from the NIEs forces Japanese 
industries to upgrade their products and production techniques. The incessant 
shifts of the exports of the NIEs to more technology-intensive and skill-intensive 
products create readily exploitable overseas markets for labor-intensive products 
of the Southeast Asian and other Asian developing economies. The penetration 
of the manufactured products of the NIEs into the Japanese and European 
markets will facilitate the export efforts of the Asian developing economies. The 
rapidly increasing direct foreign investment of the NIEs would promote 
tecanological and managerial capabilities and contribute to the exports of the 
other Asian developing economies. 

Fifth, the rapid pace of innovation will no longer allow the first inventors 
of a product or technology in developed countries to enjoy the associated rent 
for many years. They will be more willing to share their inventions with others 
through joint-ventures in the Asian developing economies or even with rival 
companies in developed countries in order to reduce the uncertainty and risk 
involved in the future. Southeast and South Asian economies need to strengthen 
their human resource base, research and development activities and modern 
infrastructure such as telecommunications and other services. Through 
augmenting absorptive capacity, the Asian developing economies will increase 
the possibility of attracting state-of-the-art technology. In this context, the role 
of venture capital will be important. The experience of the NIEs with venture 
capital and its transferability to the Asian developing economies constitutes a 
fertile area for cooperation. 

Sixth, it is in the interest of Japan and the NIEs that growth in the Asian 
developing economies be encouraged. The growing economies, especially the 
People’s Republic of China and India, have the potential of providing large export 
markets to the NIEs and Japan as they diversify away from the North American 
export market. The liberalization under way in the Asian developing economies 
wii be conducive to greater interaction between them and the NIEs. 
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Conclusion 


A feature of the past few decades, but seen most emphatically in the last 
three years, has been the growing importance of the NIEs in world trade and 
international finance. This symbolizes the growing importance and further poten- 
tial of Asia as a whole. The question that is becoming relevant is how the NIEs 
can participate more actively in international efforts designed to assure the 
sustainability of growth and development in the Asian developing economies. 

The experiences of the NIEs are of interest and relevance to the Asian 
developing economies as they undergo growth-oriented adjustment.!7 While the 
broad strategy of market-oriented and export-led growth pursued by the NIEs is 
well known, the different and specific modalities adopted by them would be of 
importance to the Asian developing economies. For example, the methods 
adopted by the NIEs to strengthen implementation capabilities in the broader 
context of development planning are likely to be of interest to the Asian develop- 
ing economies. Institutional development to augment absorptive capacity offers 
scope for cooperation. Lessons could be learned from the success of those NIEs 
that boosted exports in an overall regime of import substitution through the 
creation of free trade status for exporters. For example, the anti-export bias 
of the import-substitution regime in the Republic of Korea in the 1970s and early 
1980s was alleviated by ensuring access to imported inputs, credit and factors 
of production at internationally competitive prices rather than domestic market 
prices. 

The growth process in the NIEs is closely related to the changing composi- 
tion of manufactured exports. In this regard, several questions need to be 
addressed. As they move up in the product cycle, what is the scope for inter- 
industry and intraindustry trade between the NIEs and the Asian developing 
economies? In the multiple catching-up process of Asian development, will the 
trade relationship between countries at a higher level of development be 
strengthened or is there scope for cooperation across a broader spectrum of 
countries? What are the preconditions for greater cooperation between the NIEs, 
the quasi-NIEs and the other Asian developing economies? 

The changing composition of trade is associated with the introduction of 
more sophisticated technology. The experience of the NIEs in the importation, 
adaptation and spread of new technology will be invaluable to the Asian develop- 
ing economies as they strive to capture export markets vacated by the NIEs. For 
example, the Korean case of a close working relationship between government 
and industry in the establishment of technology institutes in the 1970s and 1980s 
may provide clues to the possible replication of that experience elsewhere. In 
this context, the issue of human resource development cannot be overemphasized. 
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The experience of Singapore in the transfer of technology through multinational 
corporations could be an object lesson for other countries as well. 

In the case of the NIEs, transfer of technology was related to foreign direct 
investment, in particular, Japanese foreign direct investment. Intraindustry 
trade or horizontal division of labor, transfer of technology and foreign direct 
investment are closely related. The domestic policy environment in the NIEs 
which led to foreign direct investment inflows could provide useful lessons for 
the Asian developing countries as they embark on growth-oriented adjustment. 

The management of the current account surplus is becoming an important 
issue for some NIEs. The utilization of this surplus consistent with their own 
priorities and beneficial to the progress of the Asian developing economies will 
depend on the modalities for channeling the surpluses. These include official 
development assistance, multilateral institutions, commercial banks and foreign 
direet investment. The mix of channeling modalities will determine the 
volume of flows. For example, infrastructure constraints in the Asian developing 
ecoromies may prevent foreign direct investment. However, official develop- 
ment assistance combined with multilateral development assistance could help 
relax these constraints, thereby ensuring the flow of foreign direct investment. 
. Undoubtedly, the NIEs have played a major role in placing Asia at the 
forefront of the development process. However, the prospects for sustaining this 
position and for providing the growth momentum within Asia will require 
inereasing economic cooperation between the NIEs and the Asian developing 
economies. 
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Hong Kong’s Role in Asian and 
Pacific Economic Development 
Edward K.Y. Chen* 


ong Kong is one of Asia’s four newly industrializing economies (NIEs) 

which have experienced very rapid economic growth in the past 25 

years. While all of them have experienced export-oriented indus- 

trialization, there have been significant differences among them from 
the start of their rapid economic growth and development. Over time, their 
differences have become even more pronounced. It is very often asserted that 
the Asian NIEs can be divided into two groups: the Republic of Korea and Taipei, 
China on the one hand, and Hong Kong and Singapore on the other.! Yet, there 
are in fact significant differences between the Republic of Korea and Taipei, 
China, and even more so between Hong Kong and Singapore. 

The economy of the Republic of Korea is guided more by the government 
than that of Taipei, China, though in both cases the role of government has been 
instrumental. While the Korean economy is dominated by a small number of very 
big business groups, business concentration is much lower in Taipei, China. Even 
more noteworthy is the fact that the development of the Korean economy 

_depends significantly on loan financing from abroad, while in the case of Taipei, 
China, equity financing in the form of foreign direct investment from overseas 
plays an important role. 

Although both Hong Kong and Singapore are city economies with an 
experience of entrepót trade prior to export-oriented industrialization, their 
industrial composition and structure are quite different. While for a long time 
Singapore’s industries have been on the heavier side of which a high percentage 
related to oil production, the manufacturing sector of Hong Kong has concen- 
trated on labor-intensive and skill-intensive products such as clothing, toys and 
consumer electronics. More significantly, while less than 20 per cent of Hong 
Kongs manufactured exports comes from foreign firms or joint-ventures, over 
80 per cent of Singapore’s manufactured exports is produced by foreign firms 
or joint-ventures. Hong Kong has a much larger supply of indigenous industrial 
entrepreneurs. It is perhaps in their struggle for being the most important 


* Professor and Director, Centre of Asian Studies, University of Hong Kong. 
1. References to Taipei, China are to the island of Taiwan. 


Hong Kong’s Role in Asian and Pacific Economic Development 27 


service center in the region that Hong Kong and Singapore are important rivals 
and share many similar characteristics. 

As a response to the changing global economic environment and domestic 
comparative advantage, the Asian NIEs have undergone significant structural 
ehange and readjustment in the last decade. They are now in the process of 
finding their own niches in the production of goods and services for the world 
market. Thus, although the Asian NIEs are often regarded as one category of 
ecoromies, it is useful to treat them separately in many cases. In the future, 
it is expected that each of the NIEs will play a somewhat different role in the 
ecoromic development of the Asian and Pacific region. 

This article first reviews the experience and problems of economic growth 
in Hong Kong in the context of different stages of export-oriented industrializa- 
tion. This is followed by a brief discussion of the recent policy changes in Hong 
Kong in response to the changing internal and external economie environment. 
Finally and most importantly, it assesses the economic prospects of the Asian 
and Pacific region and examines Hong Kong's role in the future economic develop- 
ment of the region. 


Export-Led Economic Growth in Hong Kong 


The Hong Kong economy has been growing at a very rapid rate in the past 
few years. In 1986 and 1987, the growth rate was more than 10 per cent. At the 
same time, the rate of inflation was relatively low, in the range of only 3 per 
cent to 5 per cent. The economic growth rate was high even after the October 
1987 stock market crash, attaining 8 per cent growth in 1988. But the inflation 
rate increased to about 8 per cent because of the significant depreciation of the 
Hong Kong dollar against the Japanese and European currencies and the con- 
sequent overheating of the economy. The rapid growth of Hong Kong's economy 
in the past few years has been largely due to four factors. 

First, the domestic exports of Hong Kong have been able to maintain a high 
rate of growth. Since the international exchange rate realignment, the Hong 
Kong dollar has devalued very significantly relative to the Japanese and 
European currencies because it is linked to the U.S. dollar. As a result, the 
competitiveness of Hong Kong products in Japan and Europe has been greatly 
increased. Even in the United States, Hong Kong products enjoy an advantage 
over exports from Taipei, China and the Republic of Korea, the currencies of 
which have appreciated significantly in the past two years. Hong Kong industries 
have been able to cut down costs of production in the past two years by 
reallocating part of the activities overseas and in mainland China, especially in 
the Pearl River Delta region. It is estimated that Hong Kong factories employ 
as much as 1.5 to 2 million workers in this part of Guangdong Province.? Hong 
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Kong’s exports of conventional products such as clothing and textiles have been 
protected by the quota system imposed by developed countries. This is because 
Hong Kong, being an early producer of these products, has a huge base-year 
figure on which growth in absolute quantities is significant despite the small 
growth factor assigned to Hong Kong. One can argue that without the protec- 
tion of such a quota system, the export growth of Hong Kong’s clothing and 
textile products will be slower because the exports of textiles from other develop- 
ing countries such as Malaysia, Philippines, Thailand and also the People’s 
Republic of China would have increased faster? The appreciation of the 
Japanese yen since 1985 has also pushed Japanese direct investment into the 
Asian NIEs and the member countries of the Association of Southeast Asian 
Nations (ASEAN). Moreover, multinational corporations from the United States 
and Europe have not reduced their offshore production activities in the Asian 
and Pacific region despite the microelectronic revolution and the increasing use 
of automation technology. At the same time, significant direct investment from 
mainland China has also been made in the manufacturing sector of Hong Kong. 
The People’s Republic of China has become Hong Kong’s third largest overseas 
investor in its manufacturing sector.’ 

Second, the re-export activities of Hong Kong continued to increase. 
Currently, the volume of re-exports is even larger than that of domestic exports. 
The rapid growth of entrepót trade is of course a result of Hong Kong’s in- 
termediary role in mainland China’s trade with the outside world in general and 
in the latter’s indirect trade with Taipei, China and the Republic of Korea in 
particular. It is not envisaged that the importance of Hong Kong will decline 
even with the establishment of some direct economic contacts between mainland 
China and Taipei, China and the Republic of Korea. The increase in Hong Kong's 
re-export is also related to the huge amount of outprocessing undertaken in 
mainland China. The finished products labelled "Made in China" have to be re- 
exported through Hong Kong because of the lack of port facilities in mainland 
China. 

Third, Hong Kong has continued to prosper as a leading financial center 
in the region and in the world despite the collapse of a few banks in the past 
few years and the closure of the stock exchange during the October crash in 
1987. Apart from the interest of financial institutions from Japan, Europe and 
the United States in establishing branch offices in Hong Kong, more recently 
finaneial institutions from Taipei, China and the Republic of Korea have also 
begun to operate in Hong Kong. The attractiveness of Hong Kong as a financial 
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center lies in its excellent transportation and communication facilities, the 
availability of banking and other supporting professionals and the rule of law 
and iaissez-faire policies of the Hong Kong Government. Moreover, the deter- 
minstion of the Hong Kong Government to reform the stock exchange and to 
tighten up and professionalize its control over monetary and financial affairs 
also helps to restore the confidence of foreign investors in the financial sector. 

Fourth, the level of domestic economic activities has also been high in the 
past two to three years, indicating the rapid response of the private and public 
sectors to the high level of economic activities in the previous period. The 
construction sector is experiencing a boom to the extent that a very severe 
shortage of labor in this sector has occurred. Consequently, land and real estate 
prices have risen rapidly and so has the wage level in general. The result is a 
further increase in consumption and investment and in due course a higher rate 
of inflation. 

Notwithstanding the good performance of the Hong Kong economy, it is 
facing some medium-term and long-term problems. The most serious problem 
the economy would face is in industrial restructuring. Owing to the lack of long- 
term investment in manufacturing and the underprovision of technological 
infrastructure in the past, industries are rapidly losing their competitiveness 
in the traditional products such as textiles, garments, consumer electronics and 
toys to lower wage economies such as mainland China, Malaysia and Thailand. 
At the same time, in the more technology-intensive, capital-intensive and 
knowledge-intensive industries, Hong Kong’s competitiveness falls much behind 
suck. economies as the Republic of Korea; Taipei, China; and even Singapore. 
Uncertainties arising from the 1997 issue of Hong Kongs sovereignty has con- 
tributed to an even greater shortage of long-term investment, especially by local 
entrepreneurs. 

It is now well known that the economie success of Hong Kong and other 
Asien NIEs is based on export-oriented industrialization.9 The question to be 
answered is whether export-oriented growth can still be relied upon for the future 
development of the Asian NIEs. Even if the answer is yes, there is still the ques- 
tion of whether these economies can be smoothly restructured to meet the needs 
of a higher stage of export-oriented growth. The economic prospects of the Asian 
NIEs should therefore be discussed in the context of the different stages of in- 
dustrialization that developing countries have to experience. 

Development strategies for industrialization can be broadly divided into 
import substitution and export orientation, strategies not mutually exclusive. 
Import substitution is a strategy in which products of the newly developed 
industries are mainly for the domestic market, thus replacing the produets which 
have to be imported. Export orientation is a strategy in which the newly 
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developed industries target their sales in overseas markets. The foreign exchange 
earned will be able to'support an even greater amount of imports than under 
import substitution. Import substitution can further be divided into a first stage 
of “easy” import substitution during which non-durable consumer goods are 
produced, and a second stage of “difficult” import substitution for the produc- 
tion of durable consumer, intermediate and capital goods. The first-stage 
import substitution (IS1) is easy because production is roughly in line with prevail- 
ing comparative advantage. The second-stage import substitution (IS2) becomes 
difficult because of rapidly increasing costs brought about by limited economies 
of scale, dependence on foreign resources and expertise, and development of 
monopolistic controls. Import substitution is associated with a package of policies 
aimed at the protection of infant industries and discrimination against exports. 
Such policies include overvalued exchange rates, multiple exchange-rate systems, 
import controls, high tariffs and quantitative restrictions on imports. These 
measures discriminate against exports because they force exporters to face 
import prices of inputs above the world level. 

Export orientation can also be divided into a first stage of exporting 
manufactures that are mostly labor intensive (EO1) and a second stage of export- 
ing products that are more capital intensive and technology intensive (EO2). A 
stage of EO2 complex can also be identified in which import substitution of capital 
and intermediate products (secondary import substitution) occurs at the same 
time with export orientation. Concomitantly, sectors providing financial, technical 
and other professional services may grow. This EO2 complex stage may take 
place after EO1 or some time after EO2 has begun. The following summarizes 
the differences between EO1 and EO2/E02 complex. 


EO1 


Export of labor-intensive light man- 
ufactured products based on existing 
comparative advantage. 


Growth is largely determined by 
demand. 


Growth is sustained by rapid adapta- 
tions (products and techniques). 


Tourism and personal services are of 
some importance. 


EO2/E02 Complex 


Export of capital-intensive, technology- 
intensive and knowledge-intensive 
light and heavy manufactured prod- 
ucts based on the acquisition of 
dynamic comparative advantage. 


Growth is substantially determined by 
supply. 


Growth is sustained by rapid trans- 
formations (industries and technology). 


Growing importance of the services 
sector, especially financial services. 
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Capital goods and intermediate Some degree of secondary import 
products are mainly imported. substitution while linkage and support- 
I ing industries are established. 


Thus, for industrialization in developing countries, four possible stages of 
development exist: IS1, IS2, EO1, and EO2/E02 complex. Generally, countries 
pass through the various stages in the order listed. Latin American countries 
moved from IS1 and IS2 for some time before switching to EO1, during which 
high growth rates were experienced. But it seems that they moved from EO1 
to EO2 so readily and extensively that they encountered difficulties. The Asian 
NIEs did not pass through IS2. Hong Kong did not even pass through IS1, while 
for Singapore the IS1 stage was very short. The Republic of Korea and Taipei, 
China moved into EO1 when the stage of easy import substitution was completed. 
As early as the beginning of the 1970s, both the Republic of Korea and Taipei, 
China began to diversify into capitalintensive and technology-intensive in- 
dusiries and therefore in some ways went into the stage of EO2/E02 complex. 
They have been more cautious than the Latin American countries. Thus, despite 
some setbacks in some of their heavier industries, particularly the energy- 
intensive ones, they have managed to succeed in establishing some capital- 
intensive and technology-intensive industries and in upgrading many of their 
existing light industries. Hong Kong and Singapore began to move into EO2 after 
the late 1970s. As indicated earlier, the common problems facing all the NIEs 
at present and those that may be faced in the near future are related to the 
economic transformation from EO1 to EO2, and it seems that this transforma- 
tion is more intriguing than that from IS1 to EO1. 

It is expected that in the stage of EO2, the role of government in indus- 
trialization will continue to be important in the Republic of Korea; Singapore; 
and Taipei, China and will inerease in importance in Hong Kong. First, the output 
of research and development (R&D) activities has some of the attributes of a 
pure publie good. In this connection, the appropriateness of R&D benefits by 
firms would become lower in due course as a result of diffusion. Thus, without 
government encouragement, the amount of R&D activity in society would become 
less than optimal since over time social benefit would become greater than private 
benefit.6 Second, the risk of doing research is high. If society has not developed 
adequate risk markets to shoulder part of the inventors' risks, government 
attention is necessary." Third, technological development requires the support 
of infrastructure (i.e., education and training) and a legal framework (i.e., patent 
laws) to enforce property rights and maintain secrecy. The government is needed 
to foster this infrastructural development.? 





6. EJ. Arrow, "Economie Welfare and the Allocation of Resources for Invention", in The Rate and Direction 
of Inventive Activity, ed. R.R. Nelson (Princeton: Princeton University Press, 1962). 

T. cocob Schmookler, Invention and Economic Growth (Cambridge, Mass.: Harvard University Press, 1966). 
8. Partha Dasgupta and P. Stoneman, eds., Economic Policy and Technological Performance (Cambridge: 
Cambridge University Press, 1987). 
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Policy Changes in Hong Kong: EO1 to E02 


The traditional attitude of the Hong Kong Government has been non- 
intervention in industrial development, though it has for a long time been in- 
volved in the provision of industrial land. The development of new towns has 
multiple objectives but facilitating industrial development is certainly one of 
them. Since the 1970s industrial estates have been set up for the provision of 
industrial land at concessional prices. 

There were occasional calls for more active government activities in help- 
ing industries in the 1960s and early 1970s. However, it was not until the 
mid-1970s that the growth of Hong Kong's economy and its industrial survival 
were threatened by the increasing pressure on textile trade protection and 
competition from the other NIEs, especially the Republic of Korea; Singapore; 
and Taipei, China. 

First, a report outlined the extent and direction of government intervention 
in the industrial development of Hong Kong? However, the report only set the 
objectives, and the means to achieve those objectives were largely absent. 
Though not all the recommendations were adopted at once, they have become 
guidelines for future development. 

Second, an increasing amount of indirect institutional and infrastructural 
involvement in industries has taken place. The expanded activities of the Hong 
Kong Productivity Council, Trade Development Council, Vocational Training 
Council; the establishment of the Computer Aid Design and Manufactured 
Centre (CAD/CAM) in 1986 and a Plastic Research Centre within the Hong Kong 
Polytechnic in 1988; and the increased scope of technical services available in 
the Industry Department such as the Hong Kong Laboratory Accreditation 
Scheme and the Industrial Investment Promotion Division are clear examples 
of institutional support which helps to provide adequate technical services and 
backup for the further development of industries. Most recently, the government 
is even contemplating the setting up of a science park which has existed in all 
other Asian NIEs and in many developed countries. Although the government 
does not provide subsidies and protection to any one industry, it aims to ensure 
that the infrastructure enables business activities to flourish. Infrastructural 
support can be physical, financial and legal. The provision of a third industrial 
estate would increase the supply of cheaper industrial land. The newly 
established third university of science and technology would ease the shortage 
of supply of skilled manpower. 

In most respects, industrial diversification in Hong Kong has been slower 
than in the other Asian NIEs. The technological base is also less advaneed and 
sophisticated, and Hong Kong lacks many supporting industries to enhance the 





9. A committee on diversification was set up by the government in 1978, prompted by the experience of the 
recession in 1974/75 and the awareness of Hong Kong's narrow industrial base relative to the other NIEs. See 
Report of the Advisory Committee on Diversification (December 1979). 
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further development of “older” industries such as electronics and plastics. This 
is largely the result of the government’s non-intervention policy in industrial 
development in the past. While it is true that such a non-intervention policy was 
probably the best for Hong Kong when it was undergoing an early stage of 
export-oriented industrialization in which labor-intensive products were the 
major exports, it is time now for the government to reconsider such a policy 
when Hong Kong has to embark on a new stage of industrialization. With a 
changing comparative advantage, Hong Kong has to diversify into higher 
technology and higher value-added products and industries, though there is no 
reason to follow closely the path of other Asian NIEs. In future, a sophisticated 
subregional division of labor will be further developed, and Hong Kong will need 
to find its role in the new economic environment. 

While new industries have yet to be successfully established under the 
recent more positive policy stance of the government, some progress has been 
mace in strengthening and consolidating the existing industrial base. Industries 
have been moving toward two distinct directions: (i) the upgrading of existing 
industries to concentrate on higher value-added product lines; and (ii) the develop- 
ing of linkage (or supporting) industries. 

The current emphasis of the government is on upgrading the electronics 
industry. At present, the electronics industry is still considered to be rather 
labcr intensive, having low value added and still largely at the assembly 
production phase rather than the design, testing and innovation phases. The 
upgrading will focus on technology, capital and linkages. It was suggested by 
the Industry Development Board and the Hong Kong Productivity Council that 
an Electronics Technology Development Centre be set up and the industry 
computerized. It was also suggested that a Precision Metal Working Institute 
be established to increase the production of metal precision parts, and thus to 
verzically integrate with the electronics industry. The metal industry is a very 
important support industry, not only to electronics but also to many other sectors. 

Textiles and clothing are also moving into new product lines. In future, there 
will be more emphasis on man-made fiber-blended yarns. There also will be more 
attention on the finishing sector, viz., bleaching, dyeing and printing. 

There are indications that Hong Kong will develop a much denser network 
of linkage industries. For example, metal and light engineering industries are 
to serve the electronics industry; the plastics industry is to serve the production 
of toys, machinery and electronics products, among others; and the moulding 
subsector will be developed to cater to the needs of plastics manufacturing. 


The Pacific Century 
There seems to be widespread optimism on the economic outlook for the 


Asian and Pacific region in the coming decade. This optimism is usually based 
on a prediction of the Pacifie Century. The Pacific Century is defined as a shift 


34 Asian Development Review 


of the world’s center of economic activities away from the two coasts of the 
Atlantic to the two coasts of the Pacific. While the prediction of the Pacific 
Century is now so widely accepted and many believe that it has already started, 
very few have given convincing reasons to explain why the Pacific Century is 
forthcoming. As indicated earlier, the economic success of the Asian and Pacific 
region in the past two decades is largely based on export-oriented industrializa- 
tion. The continuing economic prosperity in the region therefore hinges on 
whether export-oriented industrialization ean be undertaken throughout the 
region. In other words, the question is whether export-oriented industrializa- 
tion is a zero-sum game. Some economists have argued that export-led economic 
growth is a zero-sum game in only a few dynamic economies such as the Asian 
NIEs. The world market, especially in the present environment of prevalent 
protectionism, may not therefore support export-led economic growth in all the 
countries in this region.!9 . 

While this argument of a zero-sum game may have been valid in the past, 
it is reassuring to observe that in recent years, new developments have taken 
place in the region such that export-oriented industrialization may be a positive- 
sum game for the region as a whole. For example, Thailand and Malaysia have 
been growing at relatively high rates on the basis of their outward-looking 
policies and yet there has been no indication that the economie growth of the 
Asian NIEs has in consequence slowed down. The four major factors signifying 
a changing international and regional economic environment which can support 
a positive-sum game of export-led economic growth are: (i) an inereasing degree 
of complementarity among countries in the region in their industrial production 
and economic diversification; (ii) increased intraregional trade; tiii) increased intra- 
regional investment; and (iv) increased opportunities for greater regional 
economie cooperation. 


A New Role for Hong Kong 


As an economy in the Asian and Pacific region, Hong Kong will be able to 
take advantage of these new developments and therefore maintain its past record 
of high economie growth. At the same time, it will also play a very important 
role in all these new developments. On this basis, Hong Kong should be able 
to find new opportunities and directions in the coming decade. 


Subregional Division of Labor. Hong Kong has been and will be playing 
a very important role in the increasing degree of complementarity in industrial 
production among countries in the Asian and Pacific region. This development 





10. William R. Cline reached this conclusion after an empirical study of developing countries' manufactured 
exports. See William R. Gline, “Can the East Asian Model of Development Be Generalized", World Development, 
vol. 10, no. 2 (February 1982), pp. 81-90. 
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can best be described by the “flying geese” pattern of economic development. 
This pattern envisages a group of countries in the region flying together in layers, 
signifying the different stages of economic development achieved in different 
countries. Countries in the higher layer will pass on their outdated industries 
to the next layer of countries because of changing comparative advantage over 
time. At present, this division of labor is not only horizontal in that the entire 
industrial product is passed on but also vertical in that the subprocesses may 
be passed on to other countries in the production of a particular product. In 
consequence, it is commonplace to find regional products which undergo pro- 
duction processes in many different countries in the region. 

The leader of the flying geese is of course Japan which is followed by the 
Asian NIEs. Of the ASEAN countries, Malaysia and Thailand fly closer to the 
NIEs than the Philippines and Indonesia. South Asia as a group falls far behind 
the others in the level of development and the degree of industrialization. The 
People's Republic of China is a huge bird flying side by side with the geese. It 
has the potential of complementing and competing with various layers of the 
flying geese at different levels of industrial production. India is in a much similar 
situation. It is a big country and has the potential of competing with the developed 
and more ddvanced developing countries in many capital-intensive and 
technology-intensive production activities and competing with the least advanced 
developing countries in labor-intensive production. 

This pattern of development suggests that countries in the region will 
engage in different stages of industrial development. Even for countries in the 
same stage of development, specialization is normally possible for the achieve- 
ment of complementarity. For example, in the case of semiconductors, a very 
sophisticated pattern of specialization occurred in the past few years. The 
Republic of Korea and Taipei, China have specialized in wafer fabrication, a 
production process which is highly capital and technology intensive. Hong Kong 
and Singapore have become specialized in the design and testing stage which 
is highly skill and equipment intensive; on the other hand, Malaysia, Philippines 
and Thailand concentrate on the assembling stage which is highly labor intensive. 

In terms of technological capability, Hong Kong has generally been lagging 
behind economies such as the Republic of Korea; Taipei, China; and even 
Singapore. Nevertheless, this does not imply that Hong Kong will not be able 
to survive. In the flying geese pattern of development, Hong Kong can still find 
niches in which it enjoys some unique advantages over the other economies. For 
example, while it is true that in terms of technological level, Hong Kong is behind 
the other Asian NIEs in the electronies industry, it is gaining a competitive edge 
in some specialized, market and consumer-oriented products such as the applica- 
tion of specific integrated circuits. In this modern world, there are always 





11. This idea was first put forth by K. Akamatsu who divided stages of development into importation, import 
substitution and exportation. See K. Akamatsu, "A Historical Pattern of Economic Growth in Developing Coun- 
tries", The Developing Economies, no. 1 (1962). 
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opportunities. The changing comparative advantage in the Asian and Pacific 
region can be illustrated by the revealed comparative advantage (RCA) indexes 
(see Tables 1 and 2). 

In the broader spectrum of economic diversification, some kind of specializa- 
tion within the region has also developed. While the Republic of Korea and Taipei, 
China largely have high level and sophisticated manufacturing bases, Hong Kong 
and Singapore have diversified significantly into the services sector in which 
they enjoy significant competitive advantage over the other economies in the 
region. This, of course, does not imply that Hong Kong would give up manufac- 
turing, but it is inevitable that the relative importance of services will increase 
as a result of the subregional specialization of economic functions in the region. 
It is anticipated that toward the year 2000, Hong Kong, besides being an 
important manufacturing center in the region, will also engage in the provision 
of services, particularly trade, finance, telecommunications and technological 
services. As a result, Hong Kong will have a more balanced economy, making 
better use of its most valuable assets, viz., human resources. 


Intraregional Trade. Another source of optimism for export-oriented 
industrialization in the region is the increased importance of intraregional trade. 
This is most important in view of the slowing down of world trade and the 
increased extent of protectionism in most of the developed countries. In the past 
few years, intraregional trade has already been increasing at a very rapid rate. 
For a number of reasons, intraregional trade will be of increasing importance 
in the region. First, the intraregional market has become larger as a result of 
the rapid increase in income levels in Hong Kong and the other three Asian NIEs, 
the opening up of mainland China's economy and the restructuring of the 
Japanese economy. The aggregate gross national product (GNP) of mainland 
China, ASEAN economies and the Asian NIEs will soon reach about one-half 
that of Japan's. While the national per capita income level of the People's Republie 
of China is very low at only about $300, the purchasing power of its large popula- 
tion is not accurately reflected in this indicator. Thus, along the coast and in 
the economically more developed areas, per capita incomes are within the ranges 
of the middle-income economies. Although mainland China's economy will 
experience a period of consolidation and slowing down, there would be a high 
demand for capital goods and semimanufactures with the expected continuation 
of its open-door policy. 

The Japanese market is very large in terms of purchasing power. Japan 
is now the second largest economy after the United States. The problems of the 
Japanese market in the past were related to the inward-looking attitude of con- 
sumers and the highly restrictive policies imposed on imports in the form of harsh 
requirements on standards and specifications. The multilayer distribution system 
in Japan has also caused foreign products to have a difficult entry. However, 
since 1986, after the drastic appreciation of the yen, Japan switched from its 
conventional export-led economic growth to a form of domestic demand-oriented 
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Table 1: Revealed Comparative Advantage (RCA): Japan and 
Asian Newly Industrializing Economies 











(Indexes) 
Hong Republic Taipei, 
Year Japan Kong of Korea Singapore China 
Unskilled labor 1970 2.61 7.10 5.43 0.94 
intensive 1976 1.38 6.91 6.06 0.94 
1980 1.17 6.48 5.63 0.93 6.14 
1985 0.89 5.74 4.18 0.72 5.58 
Human capital 1970 1.62 0.45 0.20 0.39 
intensive 1976 2.25 0.70 0.76 0.61 
1980 2.42 1.23 1.19 0.51 - 0.81 
1985 2.10 0.87 1.84 0.43 0.78 
Technology 1970 2.46 1.59 0.62 0.63 
irtensive 1976 2.10 2.06 1.39 1.75 Se 
1980 2.18 1.59 1.46 1.80 1.81 
1985 2.08 1.45 1.16 1.19 1.44 
Physical capital 1970 1.37 0.13 1.16 0.26 
intensive 1976 1.68 0.18 0.39 0.45 À 
1980 1.80 0.23 0.74 0.56 0.43 
1985 -1.50 0.44 0.53 0.59 0.48 





= = not available. 


Notes: RCA index is (EE Wir ), where Elis export of product i by country h, Wl is the world total exports 
of product i, and W is the world total exports. 


Unskilled labor intensive: Standard International Trade Classification (SITC) 65, 664-666, 81, 82, 83, 84, 
85, 89 except 896 and 897. 


Human eapital intensive: SITC 55, 62, 64, 69, 775, 78, 79, 885, 896, 897. 
Technology intensive: SITC 54, 56, 57, 58, 59, 88 except 885, 87, 752, 759, 76, 77 except 775. 
Physical capital intensive: SITC 68, 67, 51, 52, 71, 72, 78, 74, 751. 
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Table 2: Revealed Comparative Advantage (RCA): ASEAN-4 
(Indexes) 





Year Indonesia Malaysia Philippines Thailand 





Unskilled labor 1970 » 0.15 0.08 0.21 
intensive 1976 0.01 0.29 0.84 1.29 
1980 0.07 0.44 1.29 1.63 
1985 0.45 0.56 0.67 1.89 
Human capital 1970 0.02 0.12 ii 0.03 
intensive 1976 0.001 . 0.10 0.02 0.05 
1980 à 0.12 0.05 0.13 
1985 ei 0.04 0.02 0.14 

Technology 1970 Pa 0.04 0.003 
intensive 1976 " 0.64 0.041 0.17 
1980 0.04 0.98 0.14 0.52 
1985 0.05 139 . 0.78 0.54 
Physieal capital 1970 0.05 0.93 0.06 0.53 
intensive 1976 0.05 0.68 0.20 0.31 
1980 0.12 0.58 0.25 0.65 
1985 0.24 0.40 0.42 0.23 





+ = not available. 
Notes: ASEAN-4 includes Indonesia, Malaysia, Philippines and Thailand. 


RCA index is eye, (WW), where Elis export of product i by country h, Wl is the world total exports 
of product i, and W is the world total exports. 


Unskilled labor intensive: Standard International Trade Classification (SITC) 65, 664-666, 81, 82, 83, 84, 
85, 89 except 896 and 897. 


Human capital intensive: SITC 55, 62, 64, 69, 775, 78, 79, 885, 896, 897. 
Technology intensive: SITC 54, 56, 57, 58, 59, 88 except 885, 87, 752, 759, 76, 77 except 775. 
Physical capital intensive: SITC 68, 67. 51, 52, 71, 72, 73, 74, 751. 
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type of economic growth. It seems that Japan has been able to cope very well 
with this structural change, and it is anticipated that this policy will continue. 
In 1987 Japan imported 50 per cent more of manufactured products from the 
Asian NIEs compared with 1986, while the overall increase in Japan’s import 
of manufactured goods was only 18 per cent. 

Hong Kong’s ability to penetrate the Japanese market is also very impres- 
sive. In 1987 Hong Kong’s exports to Japan increased in real terms by 42 per 
cent, while the increase in exports to all markets was only 23 per cent. In 1988 
Horg Kong’s exports to Japan, compared with the same period in 1987, increased 
in real terms by 22 per cent while only a 9 per cent increase was recorded for 
all markets. Tables 3 and 4 indicate the rapid increase in manufactured exports 
from the Asian NIEs and ASEAN economies to the Japanese market. In regard 
to the mainland China market, Hong Kong enjoys advantages such as 
geographical proximity and cultural affinity, and this market has surpassed that 
of the United States as Hong Kong's leading trading partner. Hong Kong should 
benefit the most from a burgeoning market in mainland China. 

Another reason explaining the increased intraregional trade in the region 
is a convergence toward free trade policy. While Japan has been making very 
serious attempts to lift its non-tariff trade barriers, other developing countries 
in the region such as Indonesia; Republic of Korea; Philippines; Taipei, China; 
anc Thailand are gradually reducing their levels of tariffs. In the past, besides 
a lack of complementarity in the demand for industrial products, an important 
reason for the slow growth in intraregional trade was the protectionist trade 
poliey adopted by the Asian developing countries themselves. Recent trade 
liberalization policies undertaken by many developing countries in the region 
will certainly increase the opportunities for intraregional trade. 


Intraregional Investment. Generally, empirical evidence suggests that 
foreign direct investment or activities of multinational corporations have played 
a positive role in the economic development of developing countries in the Asian 
and Pacific region. Traditionally, foreign direct investment in the region has been 
mainly from non-regional developed countries. Later on, Japanese investment 
became important.!* Most recently, the Asian NIEs have increasingly become 
important foreign investors in other developing countries in the region. Tables 
5 and 6 show the increasing importance of direct investment from Japan and 
the Asian NIEs to other economies in the region. In fact, Hong Kong is one of 
the largest foreign investors among developing countries.!? In 1987 Hong Kong 





12. In 1987 and 1988, Japan's investment in developed countries in North America and Europe increased even 
faster than that in Asia. This is because of the anticipation of increasing protectionism arising from trading blocs 
in Morth America and Europe. But, in terms of absolute amount, Japan's investment in Asia has still been very 
significant. 

18. Fora study on Hong Kong's investment overseas, see Edward K.Y. Chen, “Multinationals from Hong Kong”, 
in The New Multinationals: The Spread of Third World Enterprises, ed. Sanjaya Lall (Chichester: John Wiley 
and Sons, 1983), Chapter 3. 
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Table 4: Penetration Rate of Selected Products into the 
Japanese Market, 1980-1987 








Product 1980 1985 1986 1987 
Photo Film 23.7 25.8 26.9 33.0 
Autc Tire 4.9 5.6 7.7 9.0 
Fraize (excluding NC) 24.5 19.4 31.5 73.0 
Lathe 20.5 25.9 30.4 40.2 
35 mm Camera 7 15.7 f 19.7 46.6 
Calenlator f 12.9 9.8 81.0 34.0 
Telephone — 10.5 9.0 13.2 
Radio 25.9 23.9 25.7 37.4 
Radio Cassette 4.6 3.8 15.3 47.5 
B&W TV 1.5 1.2 14.3 54.4 
| VTR _ LT 0.4 oh A 


Electric Fan 21.6 25.4 30.1 548 ` 











— = negligible. 
Note: Penetration Rate = Imports/Domestic Demand (quantum basis). 


Source: Nomura Research International. 


was the leading investor in mainland China, the second largest in Indonesia, the 


third largest in the Philippines; Thailand; Singapore; and Taipei, China and the 
fifth largest in Malaysia. 

In making investments abroad, Hong Kong firms have been acting as agents 
of tachnology transfer. It is often overlooked that newly industrializing economies 
are important agents of technology transfer inasmuch as they tend to transfer 
more appropriate technologies to other developing countries. Moreover, making 
foreign direct investment abroad is a means to relocate industries to the next 
layer of countries in the flying geese pattern of industrial production. In the past 
two to three years, Hong Kong has relocated a large part of its footwear and 


toy industries to Thailand and the Pearl River Delta in mainland China.. The, | ` 


UM 
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overall result of direct investment by Japan and the NIEs in other developing 
countries is an increase in intraregional investment and therefore in the pace of 
economic development in the region as a whole. Foreign investment is of benefit 
to both the host and investor country. For example, in investing abroad Hong 
Kong has been relocating its outdated industries to other developing countries 
so that the phasing-out process has been less painful and more gradual. Such 
investment should not be regarded as a lack of confidence in the future of Hong 
Kong, but rather as a positive action by dynamic firms to explore their ownership- 
specified advantages for greater profitability. 


Regional Economic Cooperation. Economic cooperation in the Asian and 
Pacific region started relatively late, compared with other regions 14 The lack 
of economic cooperation in the past is not surprising, considering that there are 
‘very significant differences among the countries in their history, culture, 
economic development strategies, economic systems, levels of income and stages 
of economic development. However, there have been significant changes in the 
past few years. There has been a tendency for the different economic systems 
and development strategies to converge and a trend toward liberalization, 
deregulation and privatization in most of the countries. At the same time, an 
increasing number of countries have switched to outward-looking policies of 
industrialization. As a result, the differences in the nature and level of economic 
development have narrowed among countries. Moreover, with the development 
of subregional division of labor and increased intraregional trade and investment, 
the degree of interdependence among countries has become greater. 

However, the most important factor that will bring the Asian and Pacific 
developing countries closer is the emergence of trading blocs in the developed 
world, leading to a much greater degree of protectionism. The trading blocs of 
Canada and the United States, and of Australia and New Zealand, and above 
all, of a move toward “fortress Europe” in 1992, would leave developing coun- 
tries with little option than to form their own blocs to survive such regionalism 
and protectionism, at least in the shorter term. A “Greater China” grouping 
consisting of mainland China; Hong Kong; and Taipei, China has become a de 
facto economic bloc because of the increasing interaction in.trade and invest- 
ment among these economies and their high degree of complementarity in 
economic resources. In this context, mainland China has very rich natural 
resources, a plentiful supply of trainable and cheap labor and a huge potential 
in conducting basic research. Hong Kong has an ample supply of capital and pro- 
fessionals, the ability to commercialize inventions, and the infrastructure for 





14. Fora review of the history of economic cooperation in the Pacific Basin, see Willy Kraus and W. Lutkenhorst, 
The Economic Development of the Pacific Basin (New York: St. Martin’s Press, 1986), Chapter 3. For a discussion 
toward a scheme of economic cooperation in the Asian and Pacific region, see Edward K.Y. Chen, “Asian-Pacific 
Economie Co-operation in Trade and Investment in a Changing International Economic Environment”, paper 
presented at the ESCAP/SPC Conference on Zconomie Co-operation through Foreign Investment (Phase III), 
Beijing, 20-23 September 1988. 
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becoming a service center in finance, trade, telecommunications and technology. 
Taipei, China has built up a high level of technological capability which enables 
it tc specialize in relatively sophisticated industrial manufacturing. On the 
demand side, these economies constitute a vast combined market. 

Apart from its involvement in the Greater China context, Hong Kong has 
much to offer as an important participant in other economic cooperative efforts 
in the Asian and Pacific region. These efforts relate to strengthening the bar- 
gaining power of the Asian and Pacific region in the world economy, particularly 
in the coordination of macroeconomic and trade policies. 


Recycling Trade Surpluses: 
Policy Options for Taipei, China 
Chen Sun* 


rade imbalance contributes to economic growth in two different ways, 

depending on the relative position of saving and investment. For a trade 

surplus economy, where there is excess of saving over domestic invest- 

ment, the surplus provides the economy with additional demand, 
preventing production and employment from declining; while for a trade deficit 
economy, where there is insufficient saving, the deficit brings in additional 
resources to help finance domestic investment. If every economy is to balance 
its trade with the rest of the world, its growth rate then would be limited by 
the smaller of the two factors, saving and investment, and the whole world 
economy would shrink. 

After years of deficit, the economy of Taipei, China has entered a period of 
chronic trade surpluses since the early 1970s.! The magnitude of the surplus, 
whether in absolute terms or as percentage of gross national product (GNP), 
showed an apparent upward trend until recent years when the government 
speeded up its economic liberalization program. 

This article deals with the development of trade surpluses and government 
policies in regard to trade and development in Taipei, China during the last two 
decades. First, the changes in the trade balance are presented in retrospect. The 
basic relationship is illustrated according to which the external imbalance be- 
tween exports and imports of a country reflects its internal imbalance between 
savings and investment. A large trade surplus is only possible when there is a cor- 
responding excessive saving. An attempt is also made to provide an explanation 
of the myth of the high saving rate in Taipei, China. Subsequently, a three-phase . 
liberalization to promote growth and stability in response to the increasing trade 
surplus is described. This is followed by an assessment of the effects of the huge 
surpluses in foreign exchange reserves, the money supply and price stability since 
the mid-1980s, and the policy measures the government took to correct the trade 
surplus. The recycling of the economy’s trade surpluses to help other developing 
countries by way of loans, direct investments, establishment of special funds and 
participation in international and regional funding activities is then discussed. 





* President, National Taiwan University. 
1. References to Taipei, China are to the island of Taiwan. 
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From Deficit to Surplus 


The economy of Taipei, China suffered trade deficits for many years. From 
1952 to 1961 commodity exports as a percentage of imports averaged only slightly 
over 60 per cent, leaving an average deficit of almost 40 per cent of imports, 
financed mainly by U.S. aid. Total deficits for the ten-year period amounted to 
$875 million, hardly significant by today’s scale of the economy, but constituted 
a considerable proportion of GNP during that period? If both exports and 
imports include goods and services, the average trade deficit was about 6.5 per 
cent of GNP, which was much more serious than the situation of the United States 
in recent years. 

The situation changed, however, from the early 1960s as a result of rapid 
export expansion. In 1971 total exports exceeded total imports, starting a period 
of chronic trade surpluses. Not only the amount of the surplus but also its share 
in GNP showed an upward trend, interrupted only by the two oil crises and the 
subsequent recessions, which combined to give the economy temporary trade 
defizits in 1974 and 1975 and again in 1980. Unfortunately, it was these inter- 
ruptions that made policymakers as well as many economists confuse the long- 
run trend of surpluses with the short-run disturbance of deficits and fail until 
recently to visualize, or to visualize without much confidence, the true picture. 

The successful development of trade was mainly attributable to the 1958-1961 
foreign trade and exchange reforms adopted by the government, which have been 
well-documented in the economic literature. Before the 1958-1961 reforms, the 
basic development strategy of the economy, later labeled as import substitution, 
was to use high tariffs, quantitative restrictions and exchange control to restrict 
imports and to allocate scarce foreign exchange to preferred areas, including 
import-substituting industries. As a result of the persistent inflation at that time, 
exporting became more and more difficult and importing more and more profit- 
able at a given rate of exchange, and a multiple exchange rate system was 
developed to apply different exchange rates to different export or import items, 
exercising different degrees of encouragement or restriction in order to ease the 
problem and yet avoid an overall depreciation, which was considered inflationary. 

The 1958-1961 reforms started with a unification of the multiple exchange 
rates at a lower level of the New Taiwan (NT) dollar vis-à-vis the U.S. dollar 
in two steps in 1958. After several adjustments, the NT dollar was further 
devalued to NT$40 = US$1 in June 1961, which lasted for 12 years until February 
1973, when the NT dollar was revalued to NT$38 = US$1. The devaluation of the 
NT dollar served the purpose of promoting exports and curbing imports at the 
same time. Administrative foreign exchange and import controls were relaxed 
as a result. The essence of the reforms was to transform the economy from 





2. In this article, "$" refers to U.S. dollars unless otherwise specified. 

3. See Gustav Ranis, "Industrial Development"; Maurice Scott, "Foreign Trade"; and Ian M.D. Little, "An 
Economic Reconnaissance", in Economic Growth and Structural Change in Taiwan, ed. Walter Galenson (Ithaca: 
Cornell University Press, 1979). 
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inward-looking, import-substituting to outward-looking, export-promoting by 
restoring fuller market operations to the economy thus far distorted due to 
government controls, The result has been reflected in the remarkable perfor- 
mance of the economy since the early 1960s.4 

However, the foreign exchange and trade reforms could not have been 
successful without the existence of other supplementary favorable conditions in 
the economy, most important of which was a stable price level to sustain the 
unified exchange rate and a high saving rate to finance the improvement of the 
trade balance and the rate of investment required for rapid economic growth. 


Savings and Trade Imbalance 


As the external imbalance between exports and imports of a country reflects 
its internal imbalance between savings and investment, the changes in the trade 
balance of Taipei, China can also be observed from its changing saving-investment 
positions. Usually, a trade deficit reflects that national savings are insufficient 
to finance domestic investment, with the difference met by foreign resources 

-in the form of excess imports, while a trade surplus reflects that savings exceed 
investment, with the difference invested abroad in the form of excess exports. 
Thus, trade imbalances cannot be effectively corrected without causing infla- 
tion in the case of deficit, or slowdown in the growth rate in the case of surplus, 
if no corresponding adjustments are made in savings and investment. 

Table 1 shows gross national savings (S), gross domestic capital formation 
or investment (I), exports (X), imports (M), the difference between savings and 
investment (B1), which is referred to in this article as the internal balance, and 
the difference between exports and imports (Bx), which is the trade balance or 
external balance for the economy in 1952-1988. As is clearly shown in column 
6, generally speaking, the external balance was in deficit during the 1950s and 
the 1960s, and it turned to be in surplus in the following two decades. The deficit 
declined from 6.9 per cent of GNP for 1956-1960 to 1 per cent of GNP for 
1966-1970. After 1970 the surplus showed a clearly upward trend interrupted 
by the two recessions following the two oil crises in 1973/74 and 1979/80, when 
the trade balance turned into deficit in 1974-1975 and 1980. Each time it took 
several years before the balance could resume an upward trend. In 1986 the 
surplus reached 20 per cent of GNP, perhaps the highest figure ever recorded 
by any economy. 

' The rapid improvements in the trade deficit before 1970 and the dramatic 
increases in the surplus afterwards were a major factor that contributed to the 
rapid growth of the economy in the last about 30 years, especially in the first 





4. See, for example, S.C. Tsiang, “Taiwan's Economic Miracle: Lessons in Economic Development", in World 
Economic Growth, ed. Arnold C. Harberger (San Francisco: Institute for Contemporary Studies Press, 1984), 
pp. 301-325. 
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Table 1: Changes of Internal Balance and External Balance as 
Percentage of GNP, 1952-1988 
(Percentages) 





Internal Balance 





Gross National Gross Domestic External Balance 








Savings Investment Balance Exports Imports Balance 

S I B1 X M Bx 

Year (1) (2) (3) =(1)-(2) (4) (5) ` (6)==(4)-(5) 
1952-1955 8.7 14.7 -6.0 7.9 13.8 -5.9 
1956-1960 10.5 17.5 -7.0 10.6 17.5 -6.9 
1961-1965 16.3 19.5 -3.2 17.0 20.2 -8.2 
1966-1970 23.6 24.2 -0.6 25.2 26.2 -1.0 
1971 28.8 26.3 2.5 35.6 33.1 2.5 
1972 32.1 25.6 6.5 42.8 36.0 6.3 
1973 34.4 29.1 5.3 ' 47.2 41.9 5.3 
1974 31.5 39.2 A 48.9 ` 51.7 -7.8 
1975 26.7 30.5 -3.8 39.9 43.2 -3.3 
1976 32.3 30.8 1.5 47.9 45.7 2.2 
1977 32.6 28.3 4.3 49.2 44.3 4.9 
1978 844 28.3 6.1 52.5 46.0 6.5 
1979 88.4 32.9 0.5 53.3 52.2 11 
1980 32.3 33.9 ` 716 52.6` 53.8 -1.2 
1981 31.3 30.0 1.3 52.2 50.2 2.0 
1982 29.7 ; 24.8 4.9 50.5 45.3 5.2 
1983 31.5 22.6 8.9 53.8 45.0 8.8 
1984 32.9 21.0 11.9 59.9 45.6 11.3 
1985 32.6 17.3 15.3 55.1 41.1 14.0 
1986 37.7 15.6 22.1 58.9 38.9 20.0 
1987 38.5 19.3 19.2 58.8 41.0 17.8 
1988 34.7 23.0 11.7 56.7 45.6 11.1 





` Notes: According to the new national income statistics compiled by the Directorate-General of Budget, Account- 
ing and Statistics, U.S. aid received unti) its official termination in 1968 is included in gross national savings. 
The 1952-1965 saving figures are adopted from Council for Economic Planning and Development, Taiwan 
Statistical Data Book, 1987 (Taipei, 1988), to show the true domestic savings that were exclusively 
generated by the economy. 


Sources: For gross national savings during 1952-1965: Council for Economic Planning and Development, 
Taiwan Statistical Data Book, 1987 (Taipei, 1988); and for all other figures: Directorate-General of 
Budget, Accounting and Statistics, Statistical Abstract of National Income, Taiwan Area, 1951-1988 
(December 1988). 
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half of the 1980s when domestic investment as a percentage of GNP declined 
continuously, as shown in column 2 of Table 1. However, without the support 
of an increasing saving rate in relation to domestic investment, the decline of 
the trade deficit or the increase of the surplus would result only in inflation and 
could not last very long. This was apparently not the case. 

Taipei, China enjoyed one of the highest saving rates of the world for the 
last two decades. Its saving rate reached as high as 37.7 per cent in 1986 and 
38.5 per cent in 1987 to afford net exports of 20 per cent and 17.8 per cent during 
these years, respectively. In Table 1 the internal saving-investment balances 
in column 3 are almost identical with the external export-import balances in 
column 6 with differences to be explained by the other items of the current 
account of the balance of payments. 

In regard to the high saving rate, the following factors have been frequently 
mentioned: the virtue of frugality of the Chinese people; the lack of a sound social 
security system so that people have to save for unemployment, illness and old 
age; and the family consciousness to save for the children. However, these factors 
existed in the past as much as they exist now. How could the changing saving 
rate from its rather low level in the 1950s to the high level in the 1970s and the 
1980s be explained? 

I always apply Professor Milton Friedman’s permanent income hypothesis 
to explain the high saving rate. According to the permanent income hypothesis, 
current consumption is not a function of current income but a function of some 
kind of weighted average of incomes of past periods. In a rapidly growing 
economy, people tend to underestimate their actual income and therefore spend 
less, leaving a large proportion of current income for saving. Taipei, China was 
a poor economy not long ago..Although the economy is growing rapidly, with 
an average real growth rate of 9.1 per cent in terms of GNP and 6.8 per cent 
in terms of per capita GNP, many people, especially the older, still have not been 
able or willing to adjust themselves fully to the new economic situation. The 
traditional belief to save grain for hunger is still prevalent. I have often asked 
myself an interesting question: While one’s income is surely to increase in future 
years as a result of economic growth in general and personal advancement in 
particular, why should one save money when income is small and hence its . 
marginal utility is high in order to spend when income is large and its marginal 
. utility is low? Yet it seems a rather common practice for young people to start 
saving money out of their very often meager income as soon as they become 
employed. This has also to do with the inadequate modernization of the finan- 
cial sector. Since people usually have difficulty in borrowing from financial 
institutions, they have to save for purchases of large amounts. 

Government saving is another factor attributing to the high saving rate of 
the economy. In contrast to many countries whose governments have been run- 
ning deficits, the current account surpluses of the government of Taipei, China 
have been a major source for financing the gross domestic capital formation. 
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Trade Liberalization 


The large and increasing trade surplus is not an intended development of 
government policy. According to the Ninth Four Year Plan for the period 
1986-1989, the balance of trade, including goods and services, is to be reduced 
from an estimated 12.6 per cent of GNP in 1985 to 8.1 per cent of GNP in 1989.5 
And the target trade balance for the year 2000 is $670 million at 1985 constant 
prices, which is only 0.4 per cent of the target GNP.§ 

Actually, the government started to liberalize imports in the face of the 
inereasing trade surplus in the early 1970s. Import controls were relaxed and 
customs duties reduced. In February 1973 the NT dollar was revalued to 
NTS38 = US$1 from its NT$40 = US$1 level, which had lasted for 12 years since 
1962. Should the trade liberalization have proceeded thoroughly and systemati- 
cally in the 1970s, the trade surplus would not have developed to such a large 
magnitude as more than 10 per cent of GNP in the 1980s and caused serious 
problems and tremendous adjustment difficulties for the economy. 

However, the two oil crises and the two subsequent recessions soon followed. 
The trade balance fluctuated around an upward trend, which remained unclear 
to almost everybody at that time. The NT dollar was revalued again to 
NT$36 = US$1 in July 1978. Then in February 1979, the old fixed exchange rate 
system was replaced by a floating exchange rate regime. The exchange rate of 
the NT dollar floated back to its original level of NT$40 = US$1 and remained 
there for the period 1982-1985. Trade liberalization was frequently recommended 
by economists, but often put aside in practice by the government until the 
mid-1980s when the inflationary pressure caused by cumulative huge trade 
surpluses became serious and the political pressure from the United States, by 
far the most important trading partner, was mounting. Commodity exports to 
the United States exceeded 45 per cent of the economy’s total exports during 
the period 1983-1987, and the commodity trade surplus with the United States 
had always exceeded the total trade surplus since 1971 when the economy entered 
its chronic trade surplus stage until 1985. 

There is no need to enumerate the many disadvantages of protection and 
control that are so familiar to economists. Professor Mo-Huan Hsing has recently 
circulated among fellow economists an unpublished paper dealing with the major 
adverse consequences of the export promotion and import protection policies 
adcpted by the government since the early 1950s in terms of resource misalloca- 
tions, sacrifice of consumer material well-being and the danger of drifting toward 
necmercantilism, in addition to their positive effects on economic growth." Even 
in terms of growth, the effect of export expansion could be easily exaggerated 


5. Oouncil for Economie Planning and Development, Highlights of the Ninth Medium-Term Economic Develop- 
ment Plan for Taiwan, 1986-1989 (Taipei, 1986), p. 10. 

6. Connect) for Economie Planning and Development, Long-Run Economic Development Perspective for Taiwan, 
1986-2000 (Taipei, 1986), p. 148 (in Chinese). 

7. Mo-Huan Hsing, "Could the Taiwan Economy Have Performed Better?" (Taipei, 1988, Mimeographed). 
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because economic growth in the sense of persistent increase in the average labor 
productivity is basically a supply-side phenomenon in the long run. Increases 
in demand lead to growth only within the potential production capacity 
determined by the average labor productivity and the size of the labor force 
at the given level of technology and the given set of sociocultural institutions. 
Beyond that there will be inflation. In fact, inflation often develops when the 
economy approaches its full capacity. 

The reforms of the late 1950s were only a partial liberalization of the 
economy in trade and foreign exchange.’ A gradually fuller liberalization could 
have fostered growth in the long run by leading to a more efficient use of 
resources. We could imagine that an import liberalization would reduce the 
domestic price level and the wage rate in relation to the rest of the world, making 
exports more competitive in the world market. This would make the trade surplus 
to increase, calling for, among other things, further import liberalization. Through 
such a process, not only a higher average growth rate could have been achieved 
but also a more stable price level could have been maintained in the 1970s and 
the 1980s. Unfortunately, the trade liberalization which started to take place 
in the early 1970s was soon postponed until the mid-1980s when it was forced 
to speed up by external and internal political and economic forces causing rapid 
adjustments of the economy with tremendous difficulties in recent years. 

Table 2 indicates the relaxation of import controls since the early 1970s. 
In December 1968, 209 items or 1.9 per cent of the 11,000 items of imported com- 
modities were classified as prohibited, 4,551 items or 41.4 per cent of the total 
were classified as controlled, and 6,240 items or 56.7 per cent were classified 
as permissible. The items included in both the prohibited and controlled 
categories declined significantly in number and in percentage in 1972 and 1974, 
with the items in the permissible category increasing to 81.6 per cent in 1972 
and 97 per cent in 1974. By the end of 1988, 26,472 items or 98.5 per cent of all 
import items were classified as permissible and thus subject to no controls. 

Table 2 also shows the relaxation of restrictions on importers and sources 
of supply. The percentage of the import items for which qualifications of 
importers were restricted fell from 2.4 per cent in August 1983 to 0.6 per cent 
in December 1988 and the percentage of the import items for which sources of 
supply were restricted from 6.1 per cent to 0.2 per cent during the same period. 

At the end of January 1989, the total number of import items was reduced 
to 8,783 by applying the so-called new harmonized system of which 8,519 items 
or 97 per cent were included in the permissible category. And of the 8,519 
permissible import items, 5,849 items or 66.6 per cent of total import items do 
not need any prior licensing, 1,703 items or 19.4 per cent need licensing from 
authorized banks, and only 967 items or 11 per cent need licensing from the 
Foreign Trade Board. 





8. K.T. Li, The Evolution of Policy behind Taiwan's Development Success (New Haven: Yale University Press, 
1988), p. 136. 


55 


Recycling Trade Surpluses: Policy Options for Taipei, China 


‘sarejyy oruouoon Jo nerung ‘preog apex], USre1o,p :W0T}Ies zəxo[ IYJ 107 pu? ‘Teg `d (GLET said ysr pn Teo 
:e9vQ]) UOSUATED IIHR M "po “man L us abunyD 4n29n.4 8 pun YINOLE) 211401025] UI Əpexd, UZAO A, ‘740g IMEJ aile) eq; Jo uonəəs Jaddn ay} Jo :səərnosç 


‘sasujuaosed eiv stsayjuared ur seynSijg :910N 





IG T)168 (0°0)8 














688°92 (2'0)8S (9°0)S9T (€&'86)2,V'9c LU Ost (1equre»e(p) 886T 
PL8‘'9G (7'088 (8'0)9cc (g86)9cV'9c — . (T0)6T (9"DTe» (0'0)8 (1equieoe(p) ¿861 
891'9c LS Ota IO DULS (T'86)012'9 (TOGT (8'DOLY (0'0)6 (1equre2eq) 986T 
091'9c (v'0)66 (E T)088 (V L6)S90'92 (TO)6T EECH (TOT (19qUI999q) ager 
971'9c (S'0)S2T (£688 (T.16)896'Gc (r0)0c (S°2)PPL (TOT (1equie»e() v861 
0T9'9c LOOST (E USLS (T 1628'Gc (ro)oc (g'2)6F¿, (TOWT (1equie»e(y) 8861 
S00 OS (T'9)0T9'T e (V'96)079'cc LOS (SE) TS6 (TO)LT (15n3n y) eger 
mor peojonsoq pojorsojg Əlqissruriə 4 popuedsng ponon posqnpoa4q away 
Ajddng $190}10d my] Apiivsodure T, 
Jo so»1nog 

996'ST (1°96)828'VT (S°€) TSS (TOET (eunf) 9L6T 
€90'6T (0 16)609'VT IO EIGCE (0'0)F (Areniqa) p¿6T 
8cg'cT (9'18)T6G'GT (V'8T)2c8'G (0°0)S Linn SL6T 
GIS TT (8°98) TSh'9 (6'15)084? (3°T)80¢ (4m f) OLET 
000 Tt (L°99)00¢'9 (WTP) ISS'Y (6°T)602 (1equie»e(q) 8961 
[930 e[qrssrurzo q poro13uo? posuquioaq A99 X 





8861-896T 'S109 X PIPAS ut [o13uo;) 
Jo ser:08939/) snope Jopun surojy podwy jo 1iequmnw Jo gouen :Z AQLI 


56 Asian Development Review 


Economists advocated strongly for tariff cuts in the early 1970s in order to 
encourage importing in the face of growing trade surpluses. But the cut proceed- 
ed rather slowly until recent years. Table 3 shows changes of the nominal tariff 
rate and the real tariff rate in the last two decades, where the nominal rate is 
the arithmetical average of the tariff rates of the various import items and the 
real rate is the ratio of total customs revenue net of duty rebates to total value 
of imports. 

It should be noted that changes of the real tariff rate could be at least partly 


Table 3: Changes of Nominal and Real 
Tariff Rates, 1971-1988 
(Percentages) 


Nominal Rate 


Column I Column II Real Rate 

Year (1) (2) (3) 

1971 14.1 
1972 12.1 
1978 12.6 
1974 55.7 i 11.7 
1975 52.7 9.9 

1976 49.1 11.4 
1977 46.2 10.4 
1978 43.6 i l 11.3 
1979 39.1 11.6 
1980 36.0 31.2 9.0 
1981 36.0 31.2 7.5 
1982 36.0 31.0 7.6 
1983 36.0 31.0 7.6 
1984 I 36.0 30.8 74 
1985 32.8 26.5 7.9 
1986 31.8 22.8 74 
1987 25.8 20.6 7.1 
1988 14.6 12.6 5.7 





Note: Column I shows non-preferential rates applying to only a small number of countries and Column II shows 
preferential tariff rates applying to most of the trading partners. 


Source: Ministry of Finance. 
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due io changes of the composition of imports and do not necessarily reflect chang- 
ing tariff rates 100 per cent. For example, an increase of the percentage of low 
tariff or tariff-rebated items in total value of imports due to either price increase 
or volume increase results in a decline of the average real tariff rate. It has been 
demonstrated that “much of the declining trend of the ratios of customs revenues 
to total imports after 1974” could be explained by the increasing share of crude 
oil in total imports, which jumped from only 2.6 per cent in 1973 to 10.5 per cent 
in 1974 and 20.8 per cent in 1980 as a result of the two oil cerises? Moreover, 
the zariff rate for crude oil was 10 per cent in 1971. It was reduced to 5 per cent 
in 1974 and to 2.5 per cent in 1980. After 1981 the share of crude oil dropped 
continuously to only 8.5 per cent in 1986. 

After analyzing Tables 2 and 3 it may be concluded that import liberalization 
in the early 1970s emphasized mainly the relaxation of import controls and in 
the late 1980s tariff reduction. From 1985 to 1987 tariff rates. on 3,612 import 
items were reduced. In 1988 there was an unprecedented large-scale tariff cut 
on 3,467 items with an average reduction of 50 per cent. As a result, the nominal 
tariff rate dropped from 30.8 per cent in 1984 to 20.6 per cent in 1987, and further 
to 12.6 per cent in 1988, according to the preferential rates in column II. The 
maximum tariff rate was reduced from 75 per cent to 67.5 per cent in 1986, and 
again to 53 per cent in 1987 and further to 50 per cent in 1988. 


Financial and Capital Liberalization 


As trade liberalization liberalizes transactions in the current account of the 
balance of payments, capital liberalization liberalizes transactions in the capital 
account of the balance of payments. Both are important for an economy to achieve 
market efficiency and to become a full member of the world community. In order 
for the financial sector of an economy to participate in international operations 
with competency, financial liberalization is a prerequisite to capital liberalization. 

An ideal financial liberalization program for Taipei, China would include 
(i) privatization of certain government-owned commercial banks; (ii) relaxation 
of controls on the establishment of new financial institutions and the setting up 
of new branches by existing institutions; and (iii) market determination of interest 
rates. The first two may be referred to as institutional liberalization and the 
third as price liberalization. The purpose of institutional liberalization is to 
promote competition among financial institutions and thereby train experts to 
upgrade the quality of service and improve the efficiency of operations of the 
finzncial sector. It can be expected that successful financial liberalization would 
direct funds in the unorganized financial market to the organized market and 
provide both investors and consumers with more efficient and convenient services 
anda prepare the economy for capital liberalization in the next step. 


9. Lio-Huan Hsing, op. cit. 
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Unfortunately, the idea of privatization of government-owned financial insti- 
tutions was not accepted by the top level of the government until recently. And 
there has been little relaxation of controls on the establishment of new banks and 
the setting up of new branches by existing financial institutions. Actual financial 
liberalization has been limited only to the scope of price or interest rate liberaliza- 
tion. According to the current Bank Law, the highest interest rates for the various 
categories of deposit are determined by the Central Bank of China and the upper 
and lower limits of the interest rates for loans are proposed by the Bankers 
Association and approved by the Central Bank of China. Since the early 1980s, 
the Central Bank of China has tried to widen the range between the upper and 
lower limits of the interest rates for loans ard let the banks determine the interest 
rates in the market through competition, according to the supply and demand 
conditions of funds. However, since liberalization in the institutional aspect has 
not made much progress so far, with institutional factors remaining restricted, 
it is still questionable to what extent the interest rates achieved by price liberaliza- 
tion alone reflect the true supply and demand situation of the market. 

Due to the incompleteness of liberalization in the financial sector, the 
economy is not yet ready for capital liberalization. Moreover, under the 
circumstances of excessive foreign exchange reserves and large trade surpluses, 
once capital flow is liberalized, there would be an influx of short-term capital 
to take advantage of the anticipated appreciation of the NT dollar, which, in turn, 
would make the appreciation accelerate and overshoot and cause tremendous 
difficulties for the economy. At present, private remittance abroad per person 
is limited to $5 million per year but remittance from abroad is limited to $50,000 
per year in order to prevent large amounts of inflow of the so-called “hot money” 
seeking benefits from the anticipated appreciation of the NT dollar and the 
booming stock market. Other transactions in the capital account of the balance 
of payments remain subject to government controls. 


Correction of the Trade Surplus 


After the second oil crisis, there was stagnation in domestic investment in 
Taipei, China. Gross domestic capital formation as a percentage of GNP declined 
persistently from 33.9 per cent in 1980, the second highest historical rate of 
investment in the economy (next only to the 39.2 per cent in 1974 which consisted 
of a large proportion of involuntary accumulation of inventories caused by a 
recession), to 15.6 per cent in 1986, the lowest in 30 years. The rapid expansion of 
exports and the modest increase of imports, partly due to the appreciation of the 
U.S. dollar against other major currencies, offset the decline of investment to 
sustain the growth of the economy, though at a rather low average rate. Exports 
as a percentage of GNP increased from 52.6 per cent in 1980 to 58.9 per cent 
in 1986; while during the same period, imports decreased from 53.8 per cent to 
38.9 per cent. As a result, the trade surplus rose from -1.2 per cent of GNP in 
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1980 to an astonishing 20 per cent of GNP in 1986, perhaps the highest rate of 
net exports that any economy has ever recorded. 

The trade surplus boosted foreign exchange reserves, which caused the 
money supply to increase, threatening price stability. At the end of 1985, the total 
foreign exchange reserves was as large as $22.5 billion. It increased to $46.3 
billion one year later and further to $76.7 billion by the end of 1987, almost 
doubling the total value of goods and services imported throughout that year.!0 
The increase was not all due to the result of the trade surplus. A considerable 
proportion was due to the short-term capital inflow intended to take advantage 
of the anticipated NT dollar appreciation. The total influx of this so-called "hot 
money” from June 1986 to the end of June 1987 was $11.2 billion.!! 

Under such circumstances, the appreciation of the NT dollar was simply 
unavoidable. The question is whether the NT dollar should be revalued to its 
equilibrium rate in one step or in a rather gradual way. The former has the 
advantage of avoiding speculation and short-term capital inflow and hence helping 
to reduce the accumulation of foreign exchange reserves, but it has the. 
disadvantage of leaving no time for industries to adjust themselves to the new 
situation. Besides, no one actually knows what is the new equilibrium exchange 
rate or even what equilibrium means: is it to balance exports and imports at 
once or at some future time? And also, how far in the future? The advantage 
and disadvantage of a gradual appreciation are the other way round. Apparently, 
the government decided to appreciate the NT dollar gradually. 

The exchange rate of the NT dollar vis-à-vis the U.S. dollar was 39.85 : 1 at 
the end of December 1985. It gradually rose to 35.50: 1 a year later and then 
to 28.55 : 1 at the end of December 1987. The appreciation amounted to 39.6 per 
cent in two years. And it exceeded 41 per cent with reference to the 40.40 : 1 
by the end of September 1985. 

In regard to changes in the money supply, despite all measures taken by 
the Central Bank of China to offset the effect of the more than tripling of the 
exchange reserves in two years, the money supply doubled during the same 
period. Its rate of increase from the end of December 1985 to that of 1986 was 
47.7 per cent. It dropped to 38.3 per cent in the following year and remained 
as high as 26.2 per cent at the end of 1988. 

Table 4 shows changes in prices in recent years. With the money supply 
inereasing continuously at such extraordinarily high rates, the wholesale price 
leval, instead of increasing, decreased in the last four years as is shown in Table 
4. Although the consumer price level continued to increase in three of the four 
years, its rates of inerease were negligible. These were attributable to the 
declining import prices, which in turn were the combined result of the trade 


10. Atthe end of 1987, the total foreign exchange was $76.7 billion, which was 70 per cent of the GNP, 4.1 times 
of tre gross domestic capital formation and 23 months worth of imports of that year. See Council for Economic 
Planning and Development, Annual Economic Report, 1987 (Taipei, 1988), p. 263 (in Chinese). 

11. Ibid, p. 229. 
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Table 4: Changes in Prices, 1985-1988 











Wholesale Consumer Import Export 
Year Prices Prices Prices Prices 
1985 - 2.6 -0.2 -11 - 0.8 
1986 - 3.3 0.7 -10.5 - 8.4 
1987 - 3.3 0.5 -TA - 6.1 
1988 -1.5 1.4 0.5 - 2.1 





Source: Directorate-General of Budget, Accounting and Statisties, Quarterly National Economic Trends, Taiwan 
Area (November 1988). 


liberalization, the tariff reduction and the NT dollar appreciation. However, since 
imports accounted for more than 40 per cent of GNP in the 1980s, with only the 
exception of 1986, and since the average nominal tariff rate (Table 3, column ID 
was reduced by more than 50 per cent from 1985 to 1988 and the NT dollar appre- 
ciated more than 40 per cent during the same period, one would expect all the 
three above-mentioned price indexes to decline more than they actually declined. 
The inadequate reflection of tariff cut and currency appreciation on imported 
and domestic prices could be due partly to the rapid increase in the money supply 
and partly to the monopolistic forces that continued to prevail as a consequence 
of past protective policies. The substantial effect of the rapid money supply 
increase was on the stock market and the real estate market. 

With the 1981 average price as 100, the stock price index, which was 120.8 
in 1985, rose to 1,301.9 in September 1988, an increase of almost ten times in 
three years. It dropped sharply to 842.5 in December as a result of the govern- 
ment’s announcement to resume the capital gains tax on stock shares, or the 
tax on income from transactions in stock shares beginning 1 January 1989. But 
the index gradually picked up later, though it has only recently regained its 
previous peak level. Regarding the real estate market, there has not existed an 
acceptable price index. The general impression is that real estate prices have 
doubled, or even tripled in certain areas, in the city of Taipei during the last three 
years. Although per capita GNP in terms of U.S. dollars almost doubled from 
1985 to 1988, many consider it financially more difficult than before to own houses. 
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The large-scale currency appreciation and tariff reduction were soon felt in 
the trade sector and through the whole economy. Table 5 shows changes in ex- 
ports and imports in U.S. dollars and in NT dollars. In terms of U.S. dollars, the 
rate of increase of exports was even higher in 1987 than in 1986. It dropped to 
13.9 per cent in 1988. But the rate of increase of imports rose sharply in 1987 and 
1988. In terms of NT dollars, the rate of increase of exports declined gradually from 
28.5 per cent in 1986 to only 2 per cent in 1988, but that of imports rose steadily 
from 9.3 per cent to 21.1 per cent during the same period. As a result, the share 
of exports in GNP dropped from 58.9 per cent to 56.7 per cent, while that of imports 
rose from 88.9 per cent to 45.6 per cent, leaving the trade surplus as a percent- 
age of GNP to decline from 20 per cent in 1986 to 11.1 per cent in 1988. 

Fortunately, the contractionary effect of the foreign trade sector was more 
than offset in 1987 and partly offset in 1988 by the expansionary effect of the 
domestic demand. Thus the 1988 GNP growth rate remained at 7.1 per cent. 
I must argue that the adjustment of the economy was successful. After all, the 
trade surplus problem has been cumulative for almost 20 years. It cannot be 
expected to be solved overnight without seriously hurting the economy. The 
adjustment success would seem more impressive when comparisons are made 
with such countries as Japan, the Federal Republic of Germany and the United 
States, where the current aecount surpluses (in the cases of Japan and Germany) 
or deficits (in the case of the United States) were in the neighborhood of 3 per 
cent or 4 per cent of GNP or GDP and their annual changes remained within 
1 per cent or at most 2 per cent of GNP or GDP in recent years. 


Table 5: Changes in Exports and Imports, 1985-1988 














(Percentages) 
In U.S. Dollars In NT Dollars 
Year Exports Imports Exports Imports 
1935 1.3 -5.8 2.0 -5.1 
1936 30.1 15.2 23.5 ` 9.3 
1937 , 3885 41.0 124 18.6 
1938 13.9 34.1 2.0 21.1 








Noze: Both exports and imports include goods and services, 


Sources: For exports and imports in U.S. dollars: Directorate-General of Budget, Accounting and Statistics, 
Quarterly National Economic Trends, Taiwan Area (December 1988); and for those in NT dollars: 
Directorate-General of Budget, Accounting and Statistics, Statistical Abstract of National Income, 
Taiwan Area (December 1988). 
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Recycling Trade Surpluses 


The achievement of the reduction of the trade surplus from 20 per cent of GNP 
in 1986 to 11.1 per cent of GNP in 1988 was due to the substituting expansion 
of domestic demand and at the sacrifice of a slowdown of the growth rate. From 
1986 to 1988, domestic demand, including private consumption, government 
consumption and gross domestic capital formation, at 1981 constant prices in- 
creased by 35.2 per cent, while foreign demand or net exports at 1981 constant 
prices decreased by 53.3 per cent. 

However, a trade surplus of the magnitude of 11.1 per cent of GNP is still 
historically too high, undesirable and difficult to maintain. Friedman commented 
once during a visit to Taipei, China that there is no point for a small economy 
to subsidize a huge and rich country as the United States. He was referring to 
Taipei, China's persistent trade surpluses toward the United States. Remain- 
ing a developing economy now as well as then, Taipei, China should keep its 
resources for domestic use instead of foreign use. 

To further reduce the trade surplus requires not only adjustments in trade 
and exchange rate policies but also in savings and investment. Taipei, China has 
been blessed with a high saving rate, which is admirable to many countries, 
developing as well as developed. Recently, in a symposium on the slowdown in 
productivity growth of the United States, Professor Boskin concluded that 
"capital formation is quantitatively a quite important determinant of postwar 
U.S. growth", and that the "rate of domestic investment in the U.S. is ultimate- ` 
ly constrained by the supply of national saving". He argued that the supply of 
foreign capital to the United States "will have to be replaced by increased 
national saving or investment will decline substantially”.12 

As a less developed economy facing an abundant stock of new technology 

. developed mainly by the more developed countries. Taipei, China could continue 
to use a high rate of saving to sustain a rapid economic growth. The saving rate . 
is expected to decline to some extent in the long run as people become accustomed 
to the rapid growth of the economy, and to fluctuate in the short run adversely 
to the growth rate of the economy, as was explained by the permanent income 
hypothesis and observed from its past behavior. The upward adjustment of 
government consumption in percentage of GNP eventually will also reduce the 
saving rate in the future. Government consumption as a percentage of GNP 
declined from around 20 per cent in the second half of the 1950s and the early 
1960s to only 14.7 per cent in 1988 at current prices. While I do not believe in. 
large government, a government which is too small would not be able to provide 
adequate services of satisfactory quality to its people who have rising expecta- ` 
tions as a result of rapid economic growth. 

At present, given the high saving rate, if domestic investment. cannot be 





12. Michael J. Boskin, "Tax Policy and Economic Growth: Lessons from the 1980s", The Journal of Economic 
Perspectives, vol. 12, no. 4 (Fall 1988), pp. 71-97. 
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raised to absorb the savings, efforts to reduce the trade surplus would result 
only in a declining economy. These efforts could not help deficit countries to 
redace their trade deficits because the external imbalance between exports and 
imports is linked to the internal imbalance between savings and investment. 
Given the excess investment, a reduction of the trade deficit which reduces the 
supply of capital from abroad would cause inflation in the short run and slow 
down growth in the long run. For surplus countries, the factor that limits growth 
. is on the demand side; while for deficit countries, the limiting factor is on the 
supply side. If every country is to balance its trade, the world economy will be 
contractionary and every country will be adversely affected. 
Hence, it is to the advantage of both Taipei, China and the rest of the world 
. for Taipei, China to reduce its savings-investment gap to a reasonable rate of 
GNP and to balance the corresponding trade surplus with capital outflow, 
inszead of the accumulation of foreign exchange reserves. I personally recom- 
‘mended several years ago that the government give loans to deficit-ridden 
developing countries to buy from Taipei, China and the United States. From 
a purely economic point of view, however, I am in favor of no restrictions on 
. Sources of importation. The reason why the United States was specified is that 
` Taipei, China has run a large amount of trade surpluses with the United States ' 
for years and that in recent years there has been tremendous pressure from. 
the United States on Taipei, China to open up the economy and appreciate the 
NT dollar. In fact, Taipei, China's trade surplus with the United States had ex- 
ceeded its total trade surplus until 1985. 
. In a recent paper, Sengupta explains a proposed mechanism designed by 
a group of experts for recycling the Japanese trade surplus to developing coun- 
tries to help finance their growth.!? The mechanism calls for the creation of a 
Japanese Trust Fund to raise funds in the Japanese eapital market and to onlend 
: them to developing countries. The Japanese Trust Fund could be extended to 
beeome an International Trust Fund if other surplus countries are interested 
in joining the program. The techniques involve borrowing short and investing 
I part of the proceeds in long-term zero-coupon bonds with the remainder lending 
to developing countries. The Fund could take advantage of the spread between 
the short-term and the long-term rates in the market to charge the developing 
. country borrowers lower rates of interest. 
The capital market in Taipei, China has not been modernized enough to per- 
form such sophisticated operations by itself. However, plentiful idle resources, 
, Which have been accumulated in the form of local currency for years as a result 
of trade surpluses and have been the basic source of the financial instability 
threatening the economy for the last several years, are there and these could 
` be mobilized for investment in deficit-developing countries. 
It should be noted that being the second largest surplus economy in Asia, 





13. Arjun Sengupta, “What is to be done with the Japanese surplus”, Finance and Development, vol. 25, no. 
3 (September 1988), pp. 24-27. 
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next only to Japan, capable of providing capital to deficit countries, Taipei, China 
is unavoidably handicapped by its political difficulties in the world community 
to engage fully in international economic cooperation activities unless certain 
institutional arrangements can be made to guarantee security. Last year, an 
International Economic Cooperation and Development Fund was established with 
government budget to offer financial assistance to friendly developing countries. 
Its total capital is NT$30 billion, an equivalent roughly to $1.08 billion at the 
current exchange rate. The operation of the Fund takes the following forms: 
(i) direct or indirect loans to government and firms of friendly developing coun- 
tries, to local firms participating in overseas economic cooperation activities, 
and to local and foreign firms through local financial institutions; (ii) direct or 
indirect participation in investment projects in friendly developing countries by 
local firms; (iii) guarantee loans to joint projects in friendly developing countries; 
(iv) technical assistance to finance engineers, technicians, researchers and ad- 
ministrators from friendly developing countries to participate in various technical 
training programs in Taipei, China; experts and engineers from Taipei, China 
to friendly developing countries to assist training people in the techniques in 
economic planning or development planning; training programs in economic plan- 
ning or development planning by friendly developing countries; and other 
technical assistance that are in accordance with the purpose of the establish- 
ment of the Fund; and (v) operations through international financial organiza- 
tions such as the Asian Development Bank. 

The Fund money of $1 billion, which is less than 1 per cent of the GNP and 
10 per cent of the trade surplus or excess savings for 1988, is only a small pro- 
portion of the huge resources that could be mobilized for productive uses in other 
developing economies. The problem is not the availability of resources, but the 
lack of adequate mechanism. In this connection, existing international financial 
organizations such as the World Bank, the International Monetary Fund and 
the Asian Development Bank could play an important role to meet the gap. 

The Asian Development Bank, as the single most important regional finan- 
cial organization responsible for promoting the economic and social development 
of developing economies of the Asian and Pacific region, should especially take 
the lead in channeling resources from Taipei, China and other surplus economies 
as well, to assist deficit-ridden developing economies of the region. 

A conventional way of recycling trade surpluses is through direct foreign 
investment. The approval of investment abroad was until recently limited only 
to projects which help to obtain materials and technology transfer and to secure 
markets without realizing that Taipei, China’s balance-of-payments position had 
already changed to surplus long ago. However, direct private investment abroad 
was occurring despite government controls for years, leaving little record in 
official statistics on capital movement. 

Direct investment from Taipei, China increased rapidly in 1988. Table 6 
shows changes of investments in four Southeast Asian economies in terms of 
number of cases and amount of investment. Apparently, the statistics of Taipei, 
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China greatly understated such investments in these economies. The rapid 
increase of Taipei, China’s direct investment was due mainly to the drastic 
appreciation of the NT dollar against the U.S. dollar which reduced the com- 
petitiveness of certain labor-intensive industries at low levels of technology in 
Taipei, China and forced them to move to the less-developed economies, where 
the wage rates are low. Economic development would thus spread from Taipei, 
China to other developing economies. 


Summary and Conclusions 


Taipei, China has entered a period of chronic trade surplus since the early 
1970s. Both the amount of the surplus and its share in GNP showed an upward 
trend, which was only interrupted by the two oil crises and subsequent reces- 
sions. It was these interruptions which made policymakers as well as many 
economists confuse the long-run trend of surplus with the short-run disturbances 
of deficit and fail to visualize, or visualize without confidence, the true picture 
until much later. Consequently, liberalization of the economy slowed down. 

In the last several years, tremendous efforts have been made to correct 
the surplus. Tariffs were reduced more than 50 per cent, the NT dollar was ap- 
preciated by more than 40 per cent against the U.S. dollar and economic liberaliza- 
tion was accelerated. In 1988 the trade surplus as a percentage of GNP declined 
to 11.1 per cent and the growth rate to 7.1 per cent from 20 per cent and 11.7 
per cent, respectively, in 1986. 

The external imbalance between exports and imports of an economy reflects 
its internal imbalance between savings and investment. Given the rate of saving 
and investment, it is not possible to reduce the trade surplus without slowing 
down the growth rate. It is therefore to the advantage of both Taipei, China 
and the rest of the world to allow Taipei, China some time to substitute domestic 
demand for foreign demand gradually while reducing its trade surplus to avoid 
a drastic decline in the growth rate, and to balance the trade surplus with capital 


` outflow in the form of loans and investment. 


In 1988, the government established an International Economic Coopera- 
tion and Development Fund to channel resources to friendly developing coun- 
tries by way of loans, investments and technical assistance in order to assist 
their economic development. The total capital of the Fund is NT$30 billion, aiming 
at $1 billion at the rate of exchange at that time. This is only a small proportion 
of the idle resources in Taipei, China which could be mobilized for productive 
use abroad. However, due to its political difficulties in the international 
community, Taipei, China has been rather hesitant to be deeply involved in 
international finance and investment. In this connection, the Asian Development 
Bank as well as other international financial organizations could play an active . 
role in helping to remove some of the concerns so that Taipei, China could par- 
ticipate and contribute more to the development of other developing economies 
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of the Asian and Pacific region. Taipei, China is the second largest trade surplus 
economy of the region capable of exporting capital next only to Japan. 

A conventional way of recycling trade surpluses to deficit countries is 
through direct foreign investment. In 1988 Taipei, China’s direct investment in 
Southeast Asian economies increased rapidly. This was mainly due to the rapid 
appreciation of the NT dollar against the U.S. dollar, which reduced the com- 
petitiveness of certain labor-intensive industries and forced them to move to 
otker developing economies where the wage rates are low. This is an historical 
process through which the development of one economy spreads to others. The 
Asian Development Bank could speed up the process by facilitating direct foreign 
investment of the region in general and direct investment from Taipei, China 
to other developing economies of the region in particular. 


Malaysia: In Pursuit of Newly 
Industrializing Economy Status 
Fong Chan Onn* 


alaysia has an ambitious economic vision: it has set its sights on join- 
ing the ranks of the newly industrializing economies (NIEs).! It 
hopes to achieve this goal within the next decade, by building up an 
advanced export-oriented manufacturing structure alongside a 
vibrant agriculture sector. While the modernization and diversification of 
agriculture would be achieved through the acceleration of new land development 
schemes as well as.the cultivation of new crops, apart from existing rubber and 
oil palm, the speeding up of industrialization would be attained through a 
multipronged coordinated strategy. 

The vision is a reflection of the increasing self-confidence of the country, 
based on its creditable record of economic development since 1957. However, 
considering its multiracial characteristics, Malaysia’s economic success has not 
been without difficulties. As a plural society, the country’s economic develop- 
ment effort often has sociopolitical ramifications. An economic strategy which 
maximizes growth per se without due regard to equitable distribution could lead . 
to an accentuation of ethnic differences in income. However, a focus on correct- 
ing the imbalances between ethnic groups in terms of per capita income could 
restrict overall economic growth such that all groups would be worse-off; though 
the gaps between the leading and the lagging groups could be narrowed, they 
would all be “poorer”. 

Economic planning in Malaysia is faced with a dilemma. On the one hand, 
the total pursuit of economic growth could result in a significantly improved per 
capita income for all races in the short term. But there could be a widening of 
the gap between the Bumiputera and non-Bumiputera population, since under 
this scenario the non-Bumiputera population (especially the Chinese) would be 
much better placed to make use of the economic opportunities available, with 





* Professor, Faculty of Economics and Administration, University of Malaya. 

1. Such a vision is expressed in the Industrial Master Plan completed in 1986. See Government of Malaysia, 
Medium and Long Term Industrial Master Plan: Malaysia, 1986-1995 (Kuala Lumpur: Malaysian Industria] Develop- 
ment Authority, 1983), p. 73. š 
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the Bumiputera benefiting mainly from the trickling-down effects? This could 
lead to sociopolitical tensions and instability resulting ultimately in reduced levels 
of overall investments and incomes. On the other hand, restrained economic 
growth with a focus on equalizing the economic disparities between the 
Bumiputera and non-Bumiputera population could reduce the overall growth and 
welfare of the society, since the entrepreneurial abilities of the latter would not 
be unleashed for general economic development and growth. 

Apart from the plural nature of its population, another factor which makes 
Malaysia an interesting case study is its richness in natural resources. In the 1960s 
this was considered a distinct advantage for economic development. However, 
that was before the natural resource-poor Asian NIEs outperformed all economies, 
including the oil-exporting countries. Development literature has since highlighted 
the notion that a country which has no mining sector and few farmers is in an 
advantageous position for economic development 3 Nevertheless, the remarkable 
performance of the well-endowed countries of Southeast Asia, including Malaysia, 
since the early 1980s could well refute this argument. In this respect, it would 
be irteresting to analyze the macroeconomic policies and strategies that have pro- 
pelled rapid industrialization in parallel with agricultural modernization in Malaysia 
in the 1980s and to consider the implications of the country's experience for other 
resource-rich countries in the Asian and Pacific region. 

In this article, the strengths and weaknesses of the economy are analyzed. 
Thea the strategy that should be implemented to enable the country to attain 
its goal of NIE status is articulated. Finally, the problems and prospects of 
Malaysia in achieving this objective are assessed. 


Underlying Strengths of the Economy 


Malaysia's success in economic development has been based on several 
factors, the most important being the overall stability of its sociopolitical en- 
vironment. Despite the delicate ethnic composition of the population, with its 
diversity in cultural and religious practices, it has proven to be a model for 
inter-racial cooperation and harmony. Among Third World nations, Malaysia is 
one of the very few that has experienced changes in political leadership without 
loss of continuity in government policies and administrative capability. The only 
(temporary) rough spot was the 1969 racial riots in an otherwise smooth history 
of seven general elections and four changes of premiership. 

A major contributing factor to enhanced stability is the increasing presence 
of the Bumiputera in the modern economic sector. While there was a pronounced 
absence of Bumiputera participation in the industrial and corporate sectors 





2. Pumiputera, or "sons of the soil", refers to the Malay and other indigenous population. 
3. James Riedel, "Economie Development in East Asia: Doing What Comes Naturally?", in Achieving Industrializa- 
tion m East Asta, ed. Helen Hughes (Cambridge: Cambridge University Press, 1988), p. 23. 
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-immediately after independence, the implementation of the New Economic Policy 
(NEP) for almost two decades has resulted in the creation of a substantial 
Bumiputera industrial and commercial class.4 With increasing Bumiputera con- 
fidence and the shifting of national priorities to the promotion of growth, the 
creation of employment and the eradication.of poverty, national unity could be 
further enhanced to enable the country to exploit its full economic potential. 

This potential is supported by its natural resources. Malaysia remains 
unchallenged as the world’s major exporter of rubber, palm oil and tin. It is also 
a significant exporter of tropical timber, petroleum, natural gas and manufac- 
tured goods. Malaysia’s natural resources form one of its strongest attractions 
for foreign investment. Foreign investors find the country’s abundant supply 
of petroleum, natural gas, rubber, oil palm and timber to be strategie factors 
in improving its comparative advantage in manufacturing. 

Further, Malaysia has also acquired a strong tradition in the openness of 
its financial system. The remittance of funds into and out of the country is almost 
unrestricted. Its domestic market is also relatively unprotected; there is a strong 
presence of multinational corporations in many of its domestic consumption sec- 
tors (such as consumer durables, clothing, footwear, food and beverages). 

The abundant supply of young and skilled labor is another favorable factor. 
Although Malaysia's wage rate is higher than that of Thailand or Indonesia, in terms 
of productivity, Malaysian labor ranks high among Asian developing countries. A 
major basis for this is its good infrastructural system which includes a comprehen- 
sive network of roads, railways, telecommunications and utility facilities. 

: Malaysia also offers an environment which is conducive to new innovations 
and technologies. The 1986 Copyright Protection Act guarantees owners of in- 
tellectual property (such as computer software) exclusive use of their property; 
thus encouraging more extensive flowering of new ideas and innovations. The 
rapid introduction of science and technology in the educational system and the 
increasing application of computing technology in the work environment further 
enhance the awareness of the importance of using new technologies as the basis 
for improving the country's competitive edge. This, together with the already 
not insignifieant manufacturing base, will ensure rapid technology acquisition 
and deepening in the coming decade. 


Weaknesses of the Malaysian Economy 
A relatively small economy such as Malaysia obviously has its limitations. 


Despite its strong record of sociopolitical stability for over three decades, the plural 
nature of the country's social structure remains a major challenge constraining 





4. The NEP has been implemented in Malaysia since 1970. It is a 20-year plan with the twin objectives to eradicate 
poverty irrespective of race and to restructure society aimed at eliminating the identification of race with economic 
functions. See Government of Malaysia, Second Malaysia Plan, 1971-1975 (Kuala Lumpur: Government Press, 
1971), p. 1. 
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economic development. The continued distinct dichotomy of its social fiber along 
ethnic lines — in particular, along Bumiputera and non-Bumiputera lines — has 
thwarted decision making in both the public and private sectors. This is accentuated 
by the public’s perception, rightly or wrongly, of the public sector being synonymous 
with the Malay and the private sector with the Chinese population groups. 

Further, insofar as industrialization is concerned, the existence of rich 
natural resources can be regarded as a “weakness”. In the face of a strong per- 
formance by the modern agriculture sector, policy planners have found it dif- 
ficult to direct scarce financial resources toward the single-minded pursuit of 
industrialization at the expense of agriculture. It is this “rich natural resource 
dilemma” which has dampened the full-scale pursuit of export-oriented in- 
dustrialization from the early 1960s; a strategy so effectively pursued by 
resource-scarce economies such as Hong Kong; Republic of Korea; Singapore; 
and Taipei, China.’ Also, improvements in agricultural (particularly plantation) 
productivity have raised real income. The resulting high wage rates meant that 
Malaysia could not compete effectively against other low-wage countries for 
fore:gn investment in labor-intensive manufacturing. 

The profile of Malaysia’s present human resources is also inadequate for 
sustaining rapid industrialization. Although the country has a large pool of 
educated labor, it lacks the adequate availability of professionals, particularly 
engineers, middle-level managers and skilled labor. The problem is compound- 
ed by the increasing rate of emigration of qualified people. Over the period 
1984-1986, many middle-level managers were laid off as a result of the contrac- 
tion of business operations induced by the global recession. Many of them have 
since left for Australia, New Zealand and Singapore. With the economic recovery 
experienced since 1987, the services of these professionals are now badly missed. 

The strong presence of foreign investment in the country also meant in- 
creasing competition in the domestic market. This has led to a significant absence 
of domestic entrepreneurship, particularly in the modern manufacturing and 
modern small-scale ancillary industrial subsectors. The absence of a thriving an- 
cillary subsector, in particular, has slowed down the process of technology 
transfer and industrial linkages between the large manufacturing enterprises 
and the domestic economy. 

Moreover, low productivity is a phenomenon observed in a number of the 
economic sectors — including the traditional agriculture, small industry, trading, 
transportation and distribution sectors. A major cause of low productivity in 
these sectors is the institutional and structural constraints which inhibit the 
application of more efficient or appropriate technologies. These include low 
capital and a high man-land ratio in the traditional agriculture sector, the absence 
of incentives and infrastructural support for small industries, and the fragmen- 
tation, diseconomies of scale and lack of know-how in the services sector. 

Another structural weakness is over-regulation, particularly in the manufac- 





5. Keferences to Taipei, China are to the island of Taiwan. 
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turing sector. Starting a business is a cumbersome process with an investor 
having to get numerous licenses and approvals ranging from land to utility 
approvals. 

Perhaps, the most important factor that deterred new investors to Malaysia 
has been the uncertainty of the post-1990 era. Despite government assurances 
that all new foreign investments made between 1986 and 1990 would be exempted 
from NEP requirements, corollary issues such as the regulations governing the 
new expansions made after 1990 on plants built between 1986 and 1990 remain 
largely unanswered. Further, domestic investors are also discouraged by what 
they perceive to be the “more favored” treatment accorded to foreign investors. 


Strategy in Pursuit of the Vision 


Despite the many obstacles, Malaysia is intent on becoming a NIE. To quote 
from Datuk Musa Hitam: "We are intent on joining the ranks of the NIEs. I assure 
you that we will burst our blood vessels trying ... We are entering the race late 
in the day ... It only means we will have to try harder”.® To realize this ambi- 
tion a development strategy that would maximize economic growth and ensure 
that the fruits of this effort are equally enjoyed by the different communities 
should be adopted. This development strategy could be achieved by the follow- 
ing programs of action. 

To maximize growth, the strategy should place fundamental emphasis on 
generating new investments. The heavy expenditure of the public sector has 
been pivotal in sustaining the rapid growth rate of the economy since 19775. Public 
investment constituted about 40 per cent of total investment in the early 1970s, 
increasing to 50 per cent in 1982. By 1985 it had overtaken private investment 
with its share accounting for 55 per cent of total investment. Since 1986, however, 
publie investment was curtailed by the more than 50 per cent reduction in the 
price of oil over 1982-1985 which had reduced government revenue. In 1987 publie 
investment was cut back to about M$8.6 billion, about 30 per cent down from 
the 1983 peak of M$12.5 billion. 

The shortfall in public investment was aggravated further by a severe. 
contraction in private investment since 1985. Gross private capital formation 
averaged M$11.8 billion per annum over 1981-1985, but contracted to M$7.2 
billion in 1986, in spite of a gross private saving of M$14.2 billion. In 1987 
private investment was only M$8.2 billion compared with a gross private saving 
of M$19.9 billion. 

Taking an estimated incremental capital-output ratio (ICOR) of 4 and a gross 
national product (GNP) of M$75.0 billion (in 1987 dollars) for Malaysia in 1988, 
a T per cent growth in GNP over the remaining period of the 1980s would require 
about M$5.3 billion expansion in GNP. This, in turn, requires an investment of 





6. Deputy Prime Minister, June 1981-January 1986. Speech delivered on 18 November 1984. 
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about M$21 billion per annum. With the projected public investment to be 
between M$7-8 billion, this implies a private investment requirement of M$13-14 
billion per annum over the period of the late 1980s. 

What are the steps that are necessary to ensure this high rate of private 
investment? 


Factors Influencing Resource Mobilization 


Improving Sociopolitical Stability. The enhancement of sociopolitical 
stability is the fundamental basis for sustained private investment. The socio- 
political landscape of the late 1980s is vastly different from that of the early 1970s. 

While it cannot be denied that the Malaysian political system is one of the 
most stable among developing countries, the country appears to have experienced 
a difficult period of political uncertainty since 1983. Political infighting among 
the major parties of the Barisan Nasional government created uncertainties in 
the minds of investors. In particular, the perceived difficulty of the political 
leadership to pronounce a clear-cut economic policy direction for the post-1990 
era had amplified the uncertainties. 

This political uncertainty emerged at a particularly unfortunate time. With 
` the dramatic revaluation of the yen since the post-Plaza Accord and the upward 
realignment of the New Taiwan dollar since 1986, there has been a tremendous 
outflow of investments from Japan and Taipei, China." As a result of pressures 
by the United States, the currencies of the Republic of Korea and Singapore 
have also appreciated considerably relative to Malaysia's currency. This has 
caused Japan and the Asian NIEs to relocate many of their manufacturing opera- 
tions, particularly those involving low to medium-level technologies, to Southeast 
Asiz. Malaysia would be the almost "natural" choice for these investments, if 
not for its. internal problems. Because of the perceived political instability, a large 
proportion of these investments has gone to Thailand. Japanese investment in 
Thailand was estimated to have surged to $250 million compared with only $48 
millon in 1985.5 By comparison, Japanese investment in Malaysia increased 
marginally; from $79 million in 1985 to $163 million by 1987. 

Greater stability in the sociopolitical environment is a prerequisite for the 
success of the new economie strategy. In particular, it is imperative for the na- 
tion's well-being that the various dissenting groups in the ruling party cease 
their political disputes over personalities and issues so that the government may 
continue to provide the leadership and direction for the country, especially in 
the post-1990 era. Investors would be inspired to invest or reinvest in the coun- 
try only if they have confidence in the government. 





7. The Plaza Accord was reached by the Group of Five (France, Federal Republic of Germany, Japan, United 
Kingdom and United States) in their September 1985 meeting at the Plaza Hotel, New York, to seek an ordeity 
appreciation of the major non-dollar eurrencies. 

8. Figures are in U.S. dollars unless otherwise specified. 
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Continued Deregulation. To accelerate decision making in investment it 
is necessary that the licensing environment be deregulated. Where practicable, 
licenses should be approved by one authority instead of by multiple authorities. 
Complex bureaucratic procedures will cause unnecessary delay and problems 
in the implementation of projects. A one-stop agency in which the investor could 
submit his application and obtain all the necessary approvals within a reasonable 
time should be established. With the country’s present state of relatively good 
telecommunication infrastructure for information transfer and retrieval, there 
is no reason why such a system linking Kuala Lumpur with all the state capitals 
cannot be introduced. 5 

Potential investors should be offered the best package of incentives to fur- 
ther increase foreign and domestic investments. Although Malaysia provides 
fiscal incentives comparable to those offered by many countries in the Asian 
region, other incentives are lacking and/or inadequate. There is a need to 
further upgrade the physical infrastructure; for example, ready-made flatted 
factories with the necessary utilities and approvals may be provided so that 
investors can merely “move in” and begin operations. 


Sectoral Strategy 


Coordinated Industrialization and Technology Upgrading. The major 
emphasis given to enhance the inflow of manufacturing investment is on the 
assumption that the sector would provide the greatest impetus for growth, bring- 
ing with it the advantages of modern technologies resulting in improved labor 
productivity and increase in income levels. A coordinated approach toward 
industrialization is needed to optimize the translation of investments into 
manufacturing outputs and exports. Such an approach should take into account 
the country’s strategic strengths and advantages. 

Malaysia’s major natural comparative advantage for rapid industrialization 
consists of: (i) an adequate infrastructure; (ii) extensive natural resources; 
(iii) a moderate industrial base (albeit concentrated mainly in electronics and 
textiles) and; (iv) the existence of some general engineering capability. Based 
on these economic strengths, Malaysia should pursue a three-tier industrialization 
and technology upgrading strategy for a more balanced growth (see Figure 1). 

The first tier of the strategy should aim at: (i) diversifying and increasing 
its resource-based industries, in particular those based on rubber, oil palm, 
timber, tin, petroleum, natural gas and food; (ii) upgrading the technology of its 
existing industries, in particular the upward integration of electronics assembly 
to wafer fabrication, textile spinning and weaving to synthetic fiber making, and 
the expansion of the range of manufactured electrical consumer durables and 
machinery; (iii) improving and expanding its general engineering sector to a thriv- 
ing ancillary small industry sector based on its current expertise in metal fabrica- 
tion, general engineering and component making; and (iv) rationalizing its heavy 
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Figure 1: Industrial Development Strategy 


Existing Economie Base 


Some heavy | 
industries; 
Proton Saga; 
integrated 
steel mills 


Moderate industrial 
base; concentrated 
on electronics and 
textiles 


Adequate 
telecommunication 
and infrastructural 
sys-em 


Vast 
natural 
resources 


Some general 
engineering 
capability 





Upgrading Small and 


Resource-based existing : Rationalize f 

es Ee industries — | | gon, 
We gg pou * metal and export markets 
i oil palm fabrication fabrication e Proton Saga First 
timber * synthetic * engineering I reese Tier 


fiber mills 
* electrical 

consumer 

durables 


* petrochemicals 
* food items 


work 
* component 
making 


steel mills 
* cement plants 





Capital goods 


L... 


Info-matics-based 


industries 
* computer 
peripherals 
* telephones 
* office 
equipment 





* lathes, mills 
and machine Second 
tools Tier 

* complete 
systems 





High-tech 
industries 
* computer I 
systems Third 
° chip design Tier 


* biotechnology 


76 Asian Development Review 


industries, particularly its integrated steel plant in Terengganu and the national 
car plant in Shah Alam, so that the output of these industries could cater to both 
the export and domestic markets.? 

The second tier should be targeted at building up the existing telecom- 
munieations system by encouraging the production of items such as computer 
and telecommunication peripherals, telephones and office equipment. Also, the 
base built from the creation of the ancillary sector should be further developed 
into a capital goods sector producing machinery tools such as moulds and dies, 
lathes, mills and turning machines as well as complete equipment systems for 
processes related to resource-based industries. 

The third tier should seek to manufacture goods related to high-tech in- 
dustries such as microelectronic chip design (upward integration of wafer fabrica- 
tion plants), computer systems (upward integration of the informaties industry) 
and biotechnological products (particularly those related to the agriculture sector). 

Industrialization in the past has ignored the availability of the country's 
natural resources. The three-tier approach seeks to remedy this omission and 
to specifically acknowledge that resource-based industrialization should be a fun- 
damental priority of the country's renewed industrialization drive. The three- 
tier approach thus seeks to capture the natural comparative advantage of the 
existing economic base and produce a series of medium to high value-added 
manufactured products which could compete successfully with similar outputs 
from advanced countries and the NIEs in the world market, ultimately making 
Malaysia a major participant in the manufacturing arena. 


Diversification of the Agricultural Base. Expansion and diversification of 
the agricultural base should also form a major thrust of the growth strategy. 
With increasing scarcity of fertile land, greater efforts should be made to increase 
the rate of developing new land schemes, particularly in Sabah and Sarawak. 

Past experience suggests that it is more effective if all new land schemes 
are developed under the cooperative approach. Under this approach, the settlers 
are given equity partieipation in the cooperatives that own the land. Land fragmen- 
tation has always been a problem in efforts to modernize and increase produc- 
tivity in the sector. This problem could be tackled by allowing the transfer of 
equity to the settlers' children. Resource-based industries should be encouraged 
at land schemes to increase the value-added contribution of the schemes. 

Private sector initiatives should form the thrust for new crop development. 
To realize this, a planting or replanting grant scheme to provide financial aid 
to those who wish to venture into new crops (other than rubber or oil palm) could 
be formulated and implemented. This strategy propelled Malaysia to become 
the major rubber exporter in the 1950s and the major palm oil exporter by 1970, 





9. Efforts are currently being made in this direction. The integrated steel plant is now being reorganized, while 
the national car (Proton Saga) has been upgraded for the export market and has already been exported to 13 
countries. 
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and this could also ensure the country’s success in its quest for continued 
agricultural diversification and modernization. 


Human Resource Development and Technology Upgrading. Malaysia is 
currently placed in a situation where it is "neither here nor there". Its present 
relatively high wage rate makes it unsuitable for labor-intensive industries, yet 
it is not in a position to attract and sustain high value-added and high techno- 
logical activities because of the shallowness of its industrial technology base. 

Thus, any policy to deepen the industrial sector needs a corresponding policy 
to upgrade human resources. At the national level, the policy should ensure that 
the appropriate skilled manpower required for industrial deepening is available. 
A national manpower study undertaken by the Malaysia Modernization and Man- 
power Planning Unit in the early 1980s projected that Malaysia would experience 
a shortage of over 15,000 industrial managers and a substantial number of 
systems analysts and engineers by the 1990s.!? At current rates, the local 
universities and other institutes of higher learning produce only about 500 
engineers and 1,500 diploma-level technicians every year. This problem is aggra- 
vated by the outflow of qualified and experienced personnel caused by emigra- 
tior. With technological upgrading, this shortage is likely to be even more acute. 

Ironically, however, there is at present a glut of engineers in some specific 
areas. This is a problem of a mismatch of demand and supply. Many civil engineer- 
ing graduates have found it hard to obtain employment, due to the curtailment 
of the construction sector as a result of oversupply of houses completed in the 
early 1980s. However, there is a lack of engineers in the electrieal, electronies, 
mechanical and chemical industries, the areas of industrialization toward which 
Malaysia is moving. 

The first task of the technology policy should be to ensure that the current 
shartage is overcome. This could be accomplished, in the short term, by giving 
incentives to companies for retraining and upgrading the expertise of the exist- 
ing managerial and skilled work force, and in the medium term, by expanding 
the supply of computer, engineering and management graduates from the in- 
stitutes of higher education. In the longer term, however, more intensive study 
of science and mathematics should be encouraged by the extensive introduction 
of computer and data processing courses in schools. The first step had already 
been taken with the establishment of a new university in 1983, the University 
Utara Malaysia, specifically with the aim of initiating management and economic 
education. The government has also improved the set of fiscal incentives for 

pgrading and retraining labor at the firm level, by allowing for double deduc- 
tion for approved training of workers. Further, from 1991, computer science will 
be taught as an elective subject in secondary schools. 





10. As an indication of the requirement of engineers for accelerating industrialization, Malaysia's existing six 
universities produce only about 500 engineers per year. A typical (large) Korean industrial establishment alone 
recruits about 1,000 engineers per year! 
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Malaysia’s local research and development (R&D) efforts are also wanting. 
Between 0.5 to 0.6 per cent of the country’s gross domestic product (GDP) is spent 
on R&D; a far ery from the 1 per cent in the Republic of Korea and 12 per cent 
in developed countries. The government's recent allocation of M$400 million for 
R&D activities during 1986-1990 is a bold step in this direction. However, this 
allocation is intended only for improving R&D activities in public-sector research 
institutions. There is not enough participation from the local manufacturing sec- 
tor. Incentives could be the answer to the problem. To encourage pooled private- 
sector R&D, part of the government's R&D allocation could be awarded to private 
trade associations for their utilization. Further, university expertise constitutes 
a major source of technological innovation and information. To encourage the 
development and diffusion of indigenous R&D, the current restrictions on univer- 
sity lecturers for industrial consulting activities should be removed and replaced 
by a new set of guidelines which will accord recognition and incentives for them 
to participate actively in indigenous R&D activities. 

The government should also consider the possibility of setting up a national 
science institute for technology research related to processes based on local 
resources. This research institute could be modeled along the lines of the Korea 
Advanced Institute of Science and Technology which has been instrumental in 
upgrading Korean technology over the past decade. Malaysia has been very suc- 
cessful in its pioneering work on rubber plantation technology through its Rubber 
Research Institute. With a similar sense of single-mindedness and purpose, this 
feat could be repeated in the development of technology relevant to other local 
resources. 

It is well recognized that a smal] country such as Malaysia cannot afford 
to be the pioneer in all areas of industrial research. Most of the high technology 
innovations will have to be developed by advanced countries and transferred 
by multinational enterprises to Malaysia. Since these enterprises are not philan- 
thropic but profit-maximizing organizations, for the country to remain attrac- 
tive to them, generous incentives such as tax-free holidays and investment-tax 
credits should continue to be offered by the government. However, greater em- 
phasis must be placed on measures that ensure the more intensive transfer of 
technology from multinational enterprises to the local economy. À set of stringent 
guidelines ought to be formulated, detailing the manner of transfer for the various 
types of technology. 

For example, enterprises involving high Seechen could be located in the 
country initially as a multinational subsidiary, but with a contractual guarantee 
of a quantum of staff training expenditure and eventual takeover of the sub- 
sidiary’s management by local expertise, consistent with the overall viability 
of the organization. The multinational should also be responsible for developing 
the market network for export of the product. In the case of industries based 
on domestic raw materials such as natural gas‘and resource-based industries, 
the technology could be transferred in the form of joint-venture enterprises with 
local management participation. This would ensure the orderly transfer of the 
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technology and expertise to the local economy. In such industries, contractual 
guarantees should also be required to ensure a minimal level of R&D activity. 
In regard to “footloose” light and medium industries using medium-level 
technological processes, technology for these processes could be purchased 
through licensing agreements with the relevant producers, or through the direct 
purchase of the necessary facilities from equipment suppliers. Incentives should 
then be given to local entrepreneurs for them to pursue further R&D activities 
and to adopt and adapt these processes to the local environment. 


Equitable Distribution of Economic Benefits of Growth 


Affirmative Policies. Malaysia's economic policies have always been 
governed by the conviction that a more equitable distribution of wealth and 
balanced participation of all communities are prerequisites for long-term stability. 
Notwithstanding the success of the NEP in the creation of a dominant public 
sector under Malay leadership and a viable commercial and industrial Bumiputera 
class, continued sociopolitical stability under any economic plan would require 
the continued expansion of the Bumiputera stake in the modern sectors of the 
economy, as well as enhancing their ability to compete in an increasingly 
deregulated environment. This implies that specific effective affirmative policies 
ought to be implemented to ensure the continued growth and blossoming of 
Bumiputera participation in the economy, particularly at the individual level. 

To encourage greater Bumiputera presence in the private sector, affirmative 
incentives should be accorded to organizations that have fulfilled Bumiputera 
participation targets in equity structure and in work force profile. These could 
include exemptions from income tax payments for payroll accorded to Bumiputera 
employees above a specified level, reduced level of corporate tax, and priority 
in the award of public sector contracts over a time frame. The duration and quan- 
tum of these incentives could be in accordance with the level of Bumiputera equity 
participation and the extent of Bumiputera participation in the work force, par- 
ticularly at the managerial level, and could be extended for a specified period 
of time. For example, a five-year 5 per cent corporate tax break could be accord- 
ed to firms with at least 15 per cent Bumiputera equity, increasing to 10 per 
cent with 30 per cent equity and 15 per cent with 51 per cent equity. Since the 
incentives could only be enjoyed by profitable firms, this affirmative policy has 
the distinct advantage of encouraging the firms to seek as high a level of effi- 
ciency as possible in order to maximize their profits. Similarly, in terms of the 
awarding of publie sector contracts, the affirmative system could be used, with 
the price differential increasing in accordance with the level of Bumiputera par- 
ticipation in the bidding firm. 

Private sector corporations operate to maximize profits; thus, these incen- 
tives would encourage firms to increase their levels of Bumiputera participation 
to take advantage of the incentives provided. This incentives scheme would 
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therefore ensure substantial compliance of the multiethnic equity and work force 
targets among the bulk of the corporations. The affirmative strategy has the 
clear advantage over the present NEP in that corporations that wish to start 
their operations, with or without compliance to the requirements, could do so 
and in the process generate employment. However, in the short to medium term, 
they would obviously have to voluntarily comply with the affirmative require- 
ments to enable them to enjoy the incentives provided and therefore enhance 
their competitive edge. 

The objective of affirmative action is to eliminate inequalities. Consistent 
with this objective, there should be a corresponding increase in non-Bumiputera 
participation in sectors where they are under-represented — such as in modern 
agriculture and the public sector. Affirmative strategy in the form of increas- 
ing the non-Bumiputera intake into the civil service and new land schemes should 
thus be implemented along with the policies aimed at encouraging Bumiputera 
participation in the corporate sector. In this respect, “reasonable proportions” 
of non-Bumiputera civil servants should be recruited and placed in the various 
government departments, particularly those dealing directly with the multiethnic 
public who may encounter language or other problems in dealing with depart- 
ments staffed by only one ethnic group. Such a move would also further widen 
publie acceptance of decisions made by public sector agencies. Similarly, a 
reasonable proportion of non-Bumiputera participants should be placed in land 
schemes under the Federal Land Development Authority and the Federal Land 
Consolidation and Rehabilitation Authority to rectify their under-representation 
in these agricultural programs. By ensuring multiracial representation in new 
land schemes, the strengths of the various ethnic groups could be mobilized and 
in the process transform these schemes into efficient producers of agricultural 
raw materials as well as resource-based manufactured goods. This affirmative 
strategy of redressing imbalances wherever they exist would not only make all 
groups feel committed to the government but also generate a higher sense of 
national belonging, purpose and unity. 


Accelerating Privatization. The dramatic increase of public sector presence 
on behalf of the Bumiputera population in private sector activities since the 1970s, 
and the existence of a substantial pool of Bumiputera entrepreneurs by the late 
1980s meant that many of these public sector activities could and should now be 
privatized to further fulfill the intent of increasing individual Bumiputera par- 
ticipation in the economy. Further, privatization could also inject higher levels 
of efficiency into the operations of many of these public sector corporations. 

By improving efficiency and increasing Bumiputera participation, privatiza- 
tion could be an ideal instrument for revitalizing the economy. Recognizing this, 
the Economic Planning Unit has proposed privatization as the major strategy 
for decreasing the government stake in the economy.!! The five objectives of 








2 IL] Economie Planning Unit, Guidelines on Privatization (Kuala Lumpur: Government Press, 1985). 
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the privatization program are: (i) to reduce the financial and administrative 
burden of the government; (ii) to promote competition, increase efficiency and 
productivity; (iii) to stimulate private entrepreneurship and accelerate the rate 
of growth in the economy; (iv) to reduce the size and the presence of the publie 
sector in the economy; and (v) to achieve the objectives of the NEP. 

While there is much debate on the feasibility and consistency of the objec- 
tives since the early 1980s, various projects have already been privatized. These 
include the maintenance of the Royal Malaysian Air Force aircraft, the Port 
Klarg container terminal, TV3 (a new private TV channel), Sports Toto, Telecom- 
munications Department, and infrastructure facilities such as the North Klang 
Straits bypass, the Antah Bi rural water supply scheme, and the recently con- 
cluded M$3.4 billion north-south highway project. Most of the successful bidders 
were Bumiputera or Bumiputera-majority enterprises. These projects are worth 
almost M$10 billion and on completion could substantially increase the 
Bumiputera stake in the corporate sector. 

Plans are also under way to privatize the Postal Department, Electricity 
Board and several ports in the country. The government has also declared its 
intention to commission the private sector to construct large projects such as 
the proposed road system linking the three mountain resorts of Cameron 
Highlands, Genting Highlands and Fraser Hills and various other tourist projects. 

Although a major objective of the privatization exercise is to increase 
Bumiputera participation in the economy, it is essential that there should also 
. beactive and equitable non-Bumiputera participation, so that no group will feel 
deprived or any sense of loss. The inclusion of a non-Bumiputera element in part- 
nership with Bumiputera enterprise would enable the former to contribute 
capital, entrepreneurial skills, and in the process ensure even higher levels of 
efficiency for the projects. 

To achieve the efficiency-cum-equitable distribution objectives, some 
modifications to the present privatization procedure are needed. These include: 


(i) Identification of projects that could be privatized and conducting 
feasibility studies on the viability of these projects and the manner 
in which the welfare of the consumers — particularly the poor, whose 
ability to pay for the privatized services is limited — is safeguarded 
under the post-privatized scenario. 


(ii) Opening of privatization opportunities to all Malaysian corporations 
through the process of open tender. This would give not only fair com- 
petition to all private sector entrepreneurs but also ensure that the 
government receives the best tender from the privatization exercise. 
In the evaluation process, a handicap system could be adopted to give 
preference to ventures that have the required levels of Ke 
ownership. 
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(iii) Constant monitoring of the performance of privatized bodies to ensure 
consumers are not overburdened with inefficiencies. This could be done 
through yearly reviews of the performance of these bodies by indepen- 
dent commissions. 


(iv) Division of a sufficiently large project into two or more packages and 
offering each package to a separate organization to ensure effective 
competition in the post-privatization scenario. This would ensure free 
market competition and form the basis for improving efficiency. 


Prospects for Attaining the Economic Vision 


Can Malaysia achieve NIE status before the year 2000? To address this 
question, it would be useful to first evaluate the factors which are likely to 
enhance the prospects for achieving this goal. 

If the prominent role of the manufacturing sector is considered as a rather 
rough indicator of NIE status, then current statisties show that Malaysia is not 
very far from NIE status. The sector has been expanding rapidly since 1970. 
Over the period 1973-1985, growth in manufacturing exports to industrial coun- 
tries has exceeded 15 per cent per annum; in fact, the World Bank has ranked 
Malaysia seventh out of 43 developing countries in terms of achievement in the 
share of manufacturing exports.1? The manufacturing sector now accounts for 
about 24 per cent of GDP, the largest among the major economic sectors.!8 

In 1983 Malaysia ranked high among Asian economies in terms of value of 
electrical machinery exported. In 1987 the total value of electronic products 
exported amounted to M$6.7 billion compared with M$5.8 billion in 1986 (see 
Figure 2).14 The country could therefore build up its existing strength in this 
area, and the existing electronics establishments could be encouraged to upgrade 
their technology and build more economic linkages with the rest of the economy. 

The country’s current competitiveness in mass consumption technology, 
such as garment manufacturing and plastic making as well as foundation ser- 
vices (ie. general engineering), shows that it has the industrial base for 
technological deepening. In the early 1980s, for example, Malaysia was very com- ` 
petitive in relatively labor-intensive industries such as textile and plastic 
manufacturing, each with domestic resource cost coefficient of substantially less 
than 1 (see Table). However, with wage rates having increased by about 45 per 
cent between 1980 and 1984, the competitiveness of some of these industries 
could well have been eroded.!? The urgent need is for the implementation of 


12. World Bank, World Development Report 1986 (New York: Oxford University Press, 1986), p. 49. 

13. A NIE is often roughly defined as an economy in which the manufacturing sector accounts for at least a 
third of GDP. 

14. The Star, 17 July 1988. » 

15. These increases in wage rates, however, have been “neutralized” by the depreciation of the Malaysian cur- 
rency since 1987. With this depreciation, Malaysia is now again competitive in many of its industrial subsectors 
such as electronies and textiles. 
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Figure 2: Export Share of Electrical 
Machinery in Asia, 1983 
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Source: United Nations, Yearbook of International Trade Statistics (New York, 1985), 


suitable fiscal and financial incentives for the upgrading of equipment in these 
sectors to justify the relatively high wage rates. 

The government is actively promoting domestic entrepreneurship by 
targeting small industries as a priority sector. Under the 1989 budget, small in- 
dustries De, those with shareholders’ funds of less than M$500,000) manufac- 
turing designated products will automatically qualify for pioneer status as well 
as exemptions from import duties on their machinery and equipment. With the 
proper and speedy implementation of this new set of incentives, the small 
industry sector can be expected to expand considerably resulting in a substantial 
generation of domestic entrepreneurship. 


What then are the obstacles in Malaysia’s path toward achieving its economic 
goal of NIE status? 
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Malaysian Industry: Summary of International 
Competitiveness, 1979-1981 








DRC 

Industrial Subsector (Median Value) Competitiveness 

Electronic assembly 0.67 Very competitive; depends crucially 
on low labor cost 

Man-made fiber 1.57 Not competitive; requires imports of 
basic petrochemicals 

Fabric manufacturing 0.53 Very competitive; could be eroded if 
labor cost increases 

Textile end-products 0.53 Very competitive; depends on low 

labor cost 

Downstream petrochemicals 1.50 . Not competitive; requires imports of 
basic petrochemicals 

Plastics 0.65 Very competitive; domestic-oriented 
mass items 

Iron and steel 0.95 Threshold of competitiveness; new 
plants competitive 

Veneer and plywood 0.71 Very competitive; depends on 


domestic supply of timber 








Notes: DRC denotes domestic resource cost. If DRC > 1, this implies that the sector is not internationally 
competitive. If DRC < 1, this implies that the industry is competitive. 


Source: Fong Chan Onn, Technological Leap: Malaysian Industry in Transition (Singapore: Oxford University. 
Press, 1986), p. 185. I 


As discussed earlier, the political uncertainty which has emerged since 1986 
has occurred at a particularly inopportune time; with the massive revaluation 
of the yen and New Taiwan dollar, large investments from Japan and Taipei, 
China which normally would have come to Malaysia have gone to Thailand. 
Further, although there have been significant achievements in Bumiputera par- 
ticipation in the modern economic sectors since 1970, most of the wealth is still 
being held by Bumiputera institutions. It is essential that the Bumiputera 
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individual ability in free-market competition be enhanced and strengthened 
through involvement in an increasingly unprotected and export-oriented environ- 
ment. In this respect, it is essential that the bulk of Bumiputera equity held in 
trust by Bumiputera agencies be slowly divested to Bumiputera individuals to 
accelerate entrepreneurship, particularly of small entrepreneurs. The Amanah 
Saham Nasional (ASN) scheme adopted in 1982 is a first step in this direction. 
A scheme in which shareholders can be involved in the decision-making process 
pertaining to investment strategy and portfolio management should be for- 
mulated. This would ensure that the equity, when transferred to Bumiputera 
individuals, will remain not only in Bumiputera hands but also continue to expand 
and generate further growth for the nation. 

The periodic misunderstanding among the Malay and non-Malay parties in 
the ruling Barisan Nasional government on ethnic-based issues have also caused 
coniusion in the minds of the investors. To avoid such misunderstanding, a clear 
consensus is needed among the top political leadership that economic decision 
making is not a “zero-sum game” between the Malays and non-Malays, in which 
the gain of one group means the loss of the other groups. In the context of an 
expanding economy, the strategy of maximizing growth with structural transfor- 
mation and equal distribution of the benefits of development, economic develop- 
ment can be turned into a “non-zero game”, in which both groups benefit through ` 
compromise and cooperation. 

The rapid industrialization process also poses a great demand on the human 
resource training capacity of the country. With the rapid recovery of the manufac- 
turing sector since 1985, the shortage of skilled workers, particularly electrical 
engineers, and middle-level managers is becoming a constraint limiting further 
grcwth of the sector. This is exacerbated by the brain drain caused by the emigra- 
tion of a substantial number of Malaysian professionals to more advanced coun- 
tries for better paying jobs and further professional] fulfillment. 

The successful attainment of rapid industrialization, therefore, hinges on 
the adoption of specific steps to increase the pool of professional managers and 
skilled workers to cope with the demand of the expanding manufacturing and 
services sectors consistent with a NIE structure. Particular emphasis should 
be given to increasing the supply of electrical, mechanical and computer 
engineers. Although the number of universities and tertiary institutes has in- 
creased from only one university and three colleges in 1970 to seven universities 
and seven colleges by 1987, and the enrollment in the universities has expanded 
frcm less than 10,000 students in 1970 to about 40,000 by 1985, there is still a 
nead to expand enrollment in the technical, vocational and science areas, as well 
as to increase the teaching of technology and computer science in schools. 

If Malaysia can build up major markets in Hong Kong; Japan; Republic of 
Korea; and Taipei, China then it will be able to minimize the adverse effects — 
of the projected slower growth among member countries of the Organisation 
for Economic Cooperation and Development (OECD) in the coming decade. In 
this respect, however, Malaysia will face increasing competition from the NIEs 
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and also Thailand and Indonesia in the export of manufactured products. While 
the NIEs will be more competitive in high value-added goods, the low-wage coun- 
tries will be more efficient producers of labor-intensive goods. It is thus essential 
that Malaysia capture the comparative advantage of its natural resources and 
transform these into manufactured products. 

Further, through strong technological upgrading in the country and the 
anticipated loss of competitive advantage by the NIEs,!6 Malaysia should be 
able to emerge as a substitute exporter of medium-level technological goods cur- 
rently exported by the NIEs within the next five years. As indieated earlier, 
with the second tier of its industrial program in place, the third tier which seeks 
to manufacture goods related to high-tech industries could then proceed. 

In the light of the above discussion, it is elear that the attainment of 
Malaysia’s national goal depends crucially on its ability to strive for a “win-win” 
compromise among the political leadership, to maintain its open economic system 
and to pursue economic strategies that seek to maximize growth and ensure 
equitable distribution of the benefits by harnessing its economic resources. 
Malaysia's past record of sociopolitical stability and creditable growth rates in- 
dicates the committed ambition of the political leadership in sustaining rapid 
growth in the context of sociopolitical stability. With continued commitment to 
these principles, Malaysia’s economy would continue to expand rapidly and be 
accepted into the ranks of the NIEs well before the end of the 1990s. 

However, it must be stated that Malaysia, notwithstanding its rich natural 
resources, has a difficult choice to make in regard to the direction of its in- 
dustrialization efforts. With substantial revenue generation capacity from its 
natural resources, particularly from petroleum and natural gas, it could choose 
to industrialize through the “leap-frogging” approach by adapting the latest 
industrial technologies alongside its agriculture sector. This was precisely the 
strategy adopted in the early 1980s when several billion dollars were spent 
to establish the car (Proton Saga) project based on Japanese technology and to 
purchase a number of heavy industries, including integrated steel mills, 
petrochemical complexes and other plants. The global recession in the mid-1980s 
has curtailed Malaysia’s revenue generation capacity. This, coupled with the 
doubling in the value of the yen vis-à-vis the Malaysian currency, meant heavy 
loan servicing for the country. The recession has also induced substantial reduc- 
tion in the domestic demand for manufactured goods and consumer durables, 
resulting in the nation’s investments on the leap-frogging technologies being 
extremely uneconomic. 

This discussion suggests that the coordinated industrialization approach 
takes full advantage of Malaysia's comparative advantage in natural resources 
and transforms these into high value-added resource-based manufactured goods. 





16. As a result of their currency revaluation and also loss of privileges under the Generalized System of 
Preferences (GSP) of the United States. 

17. For example, the domestic demand for automobiles contracted from 80,000 units in 1983 to under 30,000 units 
by 1985. 
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It is only after the completion of this stage of resource-based industrialization 
thai the next stage of industrialization based on cutting-edge technologies should 
begin. This more balanced approach would prove to be more consistent with 
Malaysia's endowments in the long run and represent a more feasible, though 
more gradual, approach toward the pursuit of NIE status. 

NIE status should not be an end in itself. Its attainment should result in 
greater utilization of domestic resources and massive diffusion of the benefits 
of economic growth to all communities and improvements in income distribution. 
The strategy suggested here is aimed at industrialization for the benefit of all 
population groups. It may be a more gradual approach, but experience indicates 
that a gradual approach is often more successful than a leap-frogging strategy. 

With the emergence of Malaysia as a member of the “Asian leading six”,18 
the country would be poised to play its role as a stabilizing force and promoter 
of 2conomic growth in the Asian and Pacific region. As a strong believer in the 
free market mechanism, Malaysia could be expected to continue to champion 
for the removal of trade barriers, the promotion of foreign investment as a 
catalyst for economic and technological development, and regional cooperation. 
These would provide the needed environment for the other countries to join the 
ranks of the newly industrializing economies in the post-2000 era. 





1€. The others include the four Asian NIEs and Thailand. 


Economic Prospects and External 


Economic Relations of Thailand 
Somsak Tambunlertchai* 


mong the developing economies in Asia, Thailand stands out in terms 

of economic growth and stability. Recently, it has been receiving 

increasing attention by the international community, and there are 

high hopes that it will soon join the ranks of newly industrializing 
economies (NIEs). However, as in the case of other economies, the economy of 
Thailand has experienced several critical periods in reaching its present stage 
of development, and there are many economic problems that are yet to be 
resolved. 

The pattern of economic development and industrialization in Thailand has 
not been much different from that of other developing economies. As with most 
market-oriented economies, international trade and investment played an 
important role in the industrialization process. In earlier years, the agriculture 
sector accounted for a significant proportion of gross domestic product (GDP), 
exports and employment. Over the last three decades, there has been a rapid 

‘change in the structure of the economy of Thailand and it has now become more 
industrialized. 

This article presents a broad view of the development of Thailand’s economy 
in the past three decades. It also examines Thailand's relations with other 
economies, especially those in developing Asia. It is considered that Thailand’s 
experience could provide some lessons for other Asian developing economies 
and also for those in other regions of the world. First, this article briefly describes 
the development experience and recent trends of the economy of Thailand and 
the various factors influencing economic conditions and the industrialization pro- 
cess. Second, it assesses Thailand's prospects of becoming a NIE. It then discusses 
Thailand's external economie relations, including the changing structure of 
foreign trade and payments, the role of foreign direct investment, external trade 
relations and the prospects for intraindustry trade. Finally, the article outlines 
the problems confronting the economy and assesses the prospects for future 
development, the internal and external factors that will influence the structural 
transformation of the economy, and the prospects for strengthening economic 
relations with other Asian economies. 


* Associate Professor, Faculty of Economics, Thammasat University. 
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Past Development Experience and Recent Trends 


Overview of Past Growth Experience. Over the last three decades, Thailand 
witnessed a rapid transformation in its economic structure, with the share of 
agriculture in GDP declining steadily despite an annual average growth rate 
of 4-5 per cent. In contrast, the shares of non-agriculture sectors increased over 
time. The growth of the manufacturing sector has been particularly impressive. 
By 1980 manufacturing became the largest sector in the economy (see Table 1). 

Compared with other developing countries having similar levels of income, 
Thziland was rather late to develop its industrial sector and to exploit the 
international trading environment which was liberalized after World War II. 
Until 1960 Thailand relied heavily on exports of primary commodities and exports 

. of manufactured goods were negligible. Before 1960 a number of state enter- 
prises were set up to produce a wide range of manufactured goods. However, 
the attempt to develop the manufacturing sector through state enterprises 


H 


Table 1: Distribution of Gross Domestic Product by 
Economic Sector at 1972 Constant Prices 











(Percentages) 

Sector 1970 1975 1980 1985 1986 1987 1988 
Agriculture 27.0 248 206 199 191 178 169 
Mining and Quarrying 2.9 2.1 2.6 2.5 2.4 2.3 2.4 
Manufacturing 160 200 21.7 20.7 21.7 22.7 23.0 
Construction 53 87 45 42 39 39 40 
Electricity and Water Supply 1.0 1.6 2.0 2.5 2.7 2.7 2.8 
Transportation and f 

Communication 6.5 6.1 6.7 7.2 7.3 7.3 7.3 
Wholesale and Retail Trade 17.4 17.1 16.9 16.3 16.3 16.7 17.1 
Banking, Insurance and 

Real Estate 2.5 26 2.8 3.0 2.9 3.4 3.6 
Ownership of Dwellings 5.6 5.5 4.8 44 4.4 43° 4.1 
Public Administration and l 

Defense 4.4 4T 5.2 5.4 5.3 5.2- 4.8 
Services 115 11.9 122 13.9 140 142. 1490 
Gross Domestic Product 100.0 100.0 100.0 100.0 100.0 100.0 100.0 





Note: Figures may not add to totals because of rounding. 


Sources: National Economic and Social Development Board, National Income Statistics of Thailand, New Series, 
1970-1987; Bank of Thailand, Monthly Bulletin (March 1989). 
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turned out to be a failure as most of these enterprises were inefficiently operated 
and there was widespread corruption in their management which led to sub- 
stantial losses. Furthermore, private investors were reluctant to invest in the 
manufacturing sector to compete with the state enterprises. Private investment 
in manufacturing was thus mostly confined to small-scale production. The major 
industries with private investment were rice and saw milling, textiles and 
wearing apparel, and household handicrafts.! 

.It was not until the 1960s that Thailand sought to actively promote 
industrialization through the free-enterprise system relying on private initiatives. 
The First National Economie Development Plan was introduced in 1961. The 
government began to reduce its direct involvement in the manufacturing sector 
and instead switched to playing a supporting role for private enterprises by 
granting investment incentives and providing public infrastructure. 

The 1960s saw a rapid growth of the economy. Numerous import-competing 
industries were set up, the inflow of foreign direct investment accelerated and 
a modern industrial sector was created in Bangkok and its surrounding provinces. 
The agriculture sector also underwent diversification and there was a rapid 
expansion of cropping area. The non-agriculture sectors such as construction, 
banking, trade and services also grew rapidly as the economy expanded. In the 
1960s the economy was able to grow at an annual average rate of 8 per cent. 

In the first half of the 1970s, Thailand was rather fortunate at first to be 
able to withstand the onslaught of the first energy shock. Being a major exporter 
of primary commodities whose prices increased steeply during 1972-1974, the 
effect of the oil price increase on the country’s external balance was not severe. 
However, the growth of the industrial sector decelerated and the rate of infla- 
tion was at double-digit levels in 1973 and 1974. Furthermore, as export com- 
modity prices moderated in the mid-1970s and the ensuing world inflationary 
impact started to be felt through more costly imports, the deficit in Thailand’s 
trade balance increased. However, the economy was able to recover in the second 
half of the 1970s through a surge in public sector investment and a rapid expan- 
sion of manufactured exports. The economy was able to grow during the 1970s 
at an average rate of 7.9 per cent per annum. 

It was not until the early 1970s that the government started to actively 
promote the export of manufactured products. There were several factors which 
led to a change in the industrialization strategy toward export promotion. Among 
these were the slowing down of growth of a number of import-competing 
industries, the realization of the adverse effects of an import-substitution strategy 
that relied heavily on imported inputs and the concentration of industrial 
activities around Bangkok. The successful experience of the Asian NIEs in 
achieving high economic growth through the adoption of outward-looking 
strategies might also have influenced the change in the industrialization 


1. For economic development in Thailand before 1970, see James C. Ingrams, Economic Change in Thailand: 1950-1971 
(Stanford: Stanford University Press, 1971). The development of the manufacturing sector is described in Chapter 12. 
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strategy.2 Manufactured exports expanded rapidly in the 1970s. The share of 
manufactured products in merchandise exports rose dramatically from only 
2.4 per cent in 1961 to 10 per cent in 1971 and 35.8 per cent in 1981 (see Table 2). 
The emphasis on export promotion has since continued. 

Several factors contributed to Thailand's economie growth over the last 
three decades. These included the country’s natural resources which earned the 
necessary foreign exchange to finance industrial development and develop 
resource-based industries, the availability of low-cost labor for the development 
of labor-intensive industries and the stable economic environment made possible 
by prudent management. Foreign exchange inflows from services, direct invest- 
ment and foreign loans also helped to finance the provision of necessary 
infrastructure and the import of capital equipment. The encouragement of private 
investment and avoidance of direct government involvement in manufacturing 
and other economic activities since the 1960s helped the development of 
industries which would rely on market forces and which were consistent with 
the country’s comparative advantage. Although there were government inter- 
ventions and various distortions in the trade and production regimes, the distor- 
tions were not as severe as in some developing economies. 


Table 2: Exports by Economic Sector 











(Percentages) 

Sector 1961 1966 1971 1976 1981 1986 1987 1988 
Agriculture 82.7 76.9 62.2 51.8 47.7 34.3 21.9 26.7 
Fisaing 0.4 18 2.0 44 4.3 64 - 61 5.2 
Forestry 3.3 2.2 1.5 1.7 0.1 0.3 0.3 0.2 
Mining 6.6 11.6 18.7 6.7 7.7 2.7 2.0 1.9 
Manufacturing 2.4 3.8 10.0 26.0 35.8 54.9 63.31 . 661 
Otkers? 4.7 8.9 3.3 9.3 4.3 1.3 0.6 -0.1 

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 1000 














a Includes samples and other unclassified goods, re-exports and adjustment for balance of payments. 
Nota: Figures may not add to totals because of rounding. 


Source: Bank of Thailand. 








2. International organizations, particularly the World Bank and the Asian Development Bank (ADB), might have 
alsc influenced the shift of policy toward export promotion. Export promotion has been advocated in a number 
of publications by the World Bank and the ADB. See, for example, Hla Myint, Southeast Asia's Economy in the 
1970s (New York: Praeger Publishers, 1975), a study commissioned by the ADB. 
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When Thailand first launched its manufactured products into the world 
market in the early 1970s, there were increasing protectionist practices in the 
world market. However, as a marginal supplier in most of its manufactured goods, 
Thailand was not greatly affected by trade restrictions. In fact, it has been argued 
that Thailand’s exports of textiles and garments in the early 1970s partly 
benefited from the spillover demand made possible by the quota restrictions on 
the textile exports from the Asian NIEs, which were major suppliers of textile 
products among the developing economies. Developments in international 
exchange rates in the 1970s also helped the export promotion effort in Thailand. 
The baht was tied to the U.S. dollar with very small adjustments in the 1970s. 
The depreciation of the U.S. dollar might have helped to improve the com- 
petitiveness of Thailand’s exports in non-U.S. markets. 

Despite reasonable growth and diversification of the economy, there were 
a number of problems created by rapid industrialization. Some of these specified 
in the Fifth National Economic and Social Development Plan (1982-1986) included 
increasing income disparity among households in different regions and between 
residents in rural and urban areas and increasing trade and current account 
deficits which reflected inadequate domestic savings to finance rapidly growing 
investment. In the manufacturing sector in particular, the problems identified 
included inefficiency of some import-competing industries as a result of tariff 
protection, heavy reliance on imported inputs, limited employment absorptive 
capacity and heavy concentration of manufacturing activities in Bangkok and 
the surrounding provinces. These problems were considered to be partly due 
to the promotion of import-substituting industries catering to the needs of urban 
upper income groups and the investment incentive structure which favored 
capital-intensive rather than labor-intensive industries that encouraged the 
utilization of imported materials. 

During the Fifth Plan period, some attempts were made to correct the distor- 
tions in the investment incentive structure. Emphasis was placed on the reduc- 
tion of tariff protection, promotion of manufactured exports and promotion of 
small-scale and provincial industries. But due to various reasons, most of these 
policies were not implemented effectively. Among other things, the government 
was largely preoccupied with solving the problems arising from external shocks 
and instability in the domestic financial market. The longer run objective of struc- 
tural adjustment was thus neglected. 


Recent Trends. The 1980s has been a period of stark contrast. After facing 
serious economic problems and low economie growth in the first half of the decade 
a dramatic turnaround took place in the latter half. The second oil shock in 1979 
brought about a significant slowdown in the domestic economy in the first half 
of the 1980s. This was compounded by declining prices of agricultural com- 
modities which were Thailand's major exports. The unfavorable terms of trade 
led to the largest trade deficit the country has experienced. As a proportion of 
GDP, the trade deficit rose from 5.8 per cent in 1978 to 9.8 per cent in 1988. 
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Furthermore, the public sector was burdened with external debts accumulated 
in the 1970s and it was therefore not in a position to increase spending to stabilize 
the economy. In fact, the government introduced strict austerity measures by 
controlling expenditures and borrowings which further deflated the economy. 

The problems in the first half of the 1980s were accentuated by the inflex- | 
ible policy of fixing the value of the baht to the U.S. dollar. As the value of the 
dollar rose in the early 1980s, the value of the baht rose which had a negative 
impact on Thailand’s exports. Although the baht was devalued twice in 1981, 
the impact was more than offset by the rising value of the U.S. dollar during 
1981-1984. 

The country’s trade deficit and foreign exchange reserves reached a critical 
stage in 1984 and the government was forced to devalue the baht again by a 
substantial amount. In addition, a major policy shift took place, i.e., the baht would 
no longer be strictly tied to the U.S. dollar, although the dollar was given the 
largest weight in the central bank’s currency basket used in determining the 
valve of the baht. Furthermore, credit control was instituted in 1984 prior to the 
introduction of the new exchange rate policy to solve the severe trade deficit. 
This contributed significantly to the recession in 1985/86 as many businesses 
which were unable to obtain credit from commercial banks became bankrupt. 

Economic growth in 1985 and 1986 decelerated to 3.5 per cent and 4.5 per 
cent, respectively. However, the economy experienced one of its strongest 
recoveries with the growth rate reaching 8.4 per cent in 1987 and 11 per cent 
in 1388, the highest in two decades. Several factors contributed to the reversal 
of the economic trend. 

First, the decline in oil prices since 1982 has benefited the country signifi- 
can;ly, reducing the trade deficit substantially and therefore helping to moderate 
foreign borrowings. Manufacturing industries have also benefited from the large 
cost reduction from lower energy prices while consumer purchasing power 
increased due to better terms of trade as a result of the reduction in oil prices. 

Second, the devaluation and the floating of the baht in 1984 created an 
environment which has been supportive of export industries. The exchange rate 
policy has helped to open up the world market to local industries. Exports started 
to pick up rapidly, growing at 20.7 per cent in 1986, 28.8 per cent in 1987 and 
33.9 per cent in 1988. 

Third, the international currency realignment leading to the fall of the value 
of the U.S. dollar and the rise in the value of the yen has also benefited Thailand's 
economy as Japanese manufacturers were forced to relocate their production 
facilities abroad. Thailand was among the countries benefiting from such reloca- 
tion. Furthermore, the U.S. pressure on the East Asian NIEs to revalue their 
currencies also contributed to the relocation of production facilities from these 
countries. 

The political pressure for revaluing the baht is still insignificant because 
of Thailand’s trade deficit. This has made it possible for the baht to depreciate 
furiher along with the U.S. dollar which in turn has benefited exports and helped 
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attract foreign investment. In 1987 foreign projects, by number and registered 
capital, applying for Board of Investment privileges rose by 2.5 times and 
1.6 times, respectively. In 1987 Japan accounted for 37.2 per cent of the foreign 
registered capital. Investment from Taipei, China also increased sharply.’ 
Although the registered capital of projects from Taipei, China applying for Board 
of Investment privileges was lower than that from Japan, the number of invest- 
ment projects in Thailand was larger over the last two years. This would be 
especially so if investment projects not requiring Board of Investment promo- 
tion were also considered, because the projects from Taipei, China are generally 
much smaller in scale. The surge in foreign investment continued in 1988 with 
the number and registered capital of projects increasing by 2 times and 2.4 times 
over 1987, respectively. 

Fourth, the recession of 1985/86, together with the reluctance of local com- 
mercial banks to lower interest rates since 1982, led to a large pool of excess 
liquidity in 1986. This caused local interest rates to fall sharply. The low interest 
rates helped businesses and industries to lower their operational costs and 
created an environment which was highly supportive of investments. Private 
gross fixed capital formation grew by 26.2 per cent in 1987 and 23.4 per cent 
in 1988 in real terms. 

Fifth, the recovery of commodity prices since 1987 also contributed to rapid 
growth in the agriculture sector which had stagnated in the first half of the 1980s. 
Since the majority of the country’s population is in the agriculture sector, the 
better commodity prices contributed to increased purchasing power of the 
masses. 

More recently, the significant improvement of the government's fiscal posi- 
tion has made it possible to increase publie sector spending. Salaries in govern- 
ment and state enterprises were raised while expenditures for infrastructure 
also inereased in order to alleviate the strain on infrastructure brought about 
by high growth. 

The above discussion indicates that global economie trends have had a 
significant influence on the economy of Thailand. In the early 1980s, prolonged 
recession in developed market economies, increased energy prices, high interest 
rates and depressed commodity prices led to the slowdown of Thailand's economy. 
These world economic trends also influenced domestic economic stability in terms 
of increased trade, current account deficit and debt-servicing burden, higher rates 
of inflation, larger government fiscal deficits, instability in the domestic finan- 
cial market as interest rates inereased, and shortage of financial liquidity for 
private businesses which could not pay their debts. In the latter half of the 1980s, 
however, the turnaround in the situation has helped to stimulate the domestic 
economy which, in turn, helped the government to collect more revenue from 
taxation and thus its fiscal condition has significantly improved in recent years. 

On balance, major developments in the world economy in recent years seem 





98. References to Taipei, China are to the island of Taiwan. 
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to have contributed positively to Thailand’s economy. The currency realignment 
since the Plaza Accord, in particular, has not only been helpful for export 
expansion but has also contributed to the surge in investment inflows and 
income from services.4 Although the tide of protectionism in the U.S. market 
has been high as a result of the prolonged U.S. current account deficit, and many 
developing economies, including Thailand, have been adversely affected by U.S. 
protectionist measures, the adverse effects seem to have been outweighed by 
other favorable factors, and as a result the economy of Thailand has been 
recovering rapidly. 

Although the world economic environment had a significant impact on 
Thziland's economy, several measures adopted by the government since the 
recession years in the early 1980s contributed to the economic upturn in recent 
years. Among others, the devaluation of the baht and the more flexible manage- 
ment of the exchange rate following the 1984 devaluation have been particularly 
helpful to continued export expansion. Cautious economic management 
characterized by austerity fiscal and monetary policies and containment of 
external debt was adopted. The ambitions Eastern Seaboard Development 
Project which required substantial investment was delayed. Although restric- 
tive macroeconomic policies further dampened the domestic economy and led 
to z lack of public utilities and infrastructures, they could be considered as having 
been necessary for the country to avoid a debt crisis. In 1986, when the external 
balance situation eased substantially and the major concern was to stimulate 
the domestic economy, the government made several rounds of downward 
adjustments in interest rates, oil prices and utility prices. Since the early 1980s, 
various cumbersome export procedures were reduced while investment promo- 
tioa shifted strongly toward export industries. The promotion of investment and 
tourism has also been stepped up since 1986. 


Second-Tier NIE? The very rapid economie growth, together with the grow- 
ing importance of the manufacturing sector, has led many to believe that Thailand 
may be fast approaching the status of a NIE or near-NIE. The manufacturing 
sector is now larger than the agriculture sector, and manufactured exports 
account for over 60 per cent of exports. In addition, the prospects for further 
growth in the manufacturing sector remain bright. However, there are a number 
of economic factors which indicate that the path to a full-fledged NIE or even 
a near-NIE is still long. 

First, Thailand's per capita income is very low compared with that achieved 
by the NIEs. In 1987 its per capita income was less than $900 compared with 
over $7,500 for Singapore, over $7,000 for Hong Kong, nearly $4,000 for Taipei, 
China, and nearly $3,000 for the Republic of Korea. 





4. The Plaza Accord was reached by the Group of Five (France, Federal Republie of Germany, Japan, United 
Kingdom and United States) in their September 1985 meeting at the Plaza Hotel, New York, to seek an orderly 
appreciation of the major non-dollar currencies. 
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Second, the country’s development is confined mainly to Greater Bangkok 
and a few other urban municipalities. There are vast areas which are not 
developed, especially in the northeastern region. The majority of the country’s 
population or 60 per cent of the work force is still in the agriculture sector. In 
general, there is widespread poverty in the rural areas in all the regions. 

Third, the country's public infrastructure is still inadequate compared with 
that of the NIEs. The rapid economic growth has reflected this problem very 
clearly. For example, the number of telephones per head is still very low, and 
electricity and drinking water have not reached large sections of the population. 

Fourth, the level of education and training of the work force is still relatively 
low. Although Thailand has a vast pool of cheap unskilled workers, it lacks 
engineers and scientists. In 1987 there were 60 engineering graduates per one 
million of population compared with 679 graduates in the Republic of Korea in 
1978 and 425 graduates in Taipei, China in 1982.5 

Fifth, while the manufacturing sector's importance in the economy is 
increasing very rapidly, the level of technology utilized in industries is still 
relatively low. In addition, technological innovation in industries is still limited. 
A large part of the production technology has been obtained from abroad and 
adapted for local use with little investment in research and development 8 

Although Thailand has a long way to reach the economic status attained 
by the Asian NIEs, it is clear that its industrialization strategy has been, in 
general, on the lines adopted by the NIEs. After nearly two decades of import 
substitution, the industrial sector has become increasingly export-oriented. The 
private enterprise system has been adopted, and in recent years there has been 
a closer relationship between the government and the private sector through 
the Joint Public-Private Consultative Committee. Foreign direct investment has 
actively been promoted, particularly in export-oriented industries. This has 
helped in diversifying the industrial and export structures. 

In some respects, Thailand may have some advantages compared with the 
Asian NIEs when they first embarked on export-oriented industrialization. These 
include the availability of abundant agricultural raw materials and the existence 
of a large low-wage labor force. However, it is also far behind the NIEs in terms 
` of human resource and technological capabilities. More important, the world 
irading environment at present is quite different from that when the NIEs were 
rapidly promoting their manufactured exports in the world market. Despite 
Thailand's very small share in world trade, it has already been subject to various 
restrictive measures from industrial countries, which are the major markets for 
Thailand's manufactured products. 

The promotion of manufactured exports will also face keen competition from 


5. Yongyuth Yuthawong, "Thailand's Capabilities in Seience and Technology", paper presented at a Symposium 
entitled "If Thailand Becomes a NIC, What Will the People Obtain", Faeulty of Economies, Thammasat University, 
13-14 February 1989. 

6. Ibid. See also Thailand Development Research Institute, The Development of Thailand's Technological 
Capability in Industry (Bangkok, March 1989). 
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other developing economies compared with the NIEs when they first launched 
their export promotion programs. In the present world market, more and more 
countries, motivated by the successful experience of the NIEs, have undertaken 
export promotion. It has been argued that this may be a case of “fallacy of 
composition” in pushing more exports from more countries to the world 
market.’ Experiences in Thailand and in some other developing economies, 
however, show that there could still be some room for export expansion from 
the developing world, as different countries may have specialized in different 
products.8 As more advanced developing economies move up the comparative 
advantage ladder toward more capital-intensive and skill-intensive products, the 
gap for some labor-intensive products could be filled by other less advanced 
countries. 

The recent surge in foreign direct investment from Japan and the Asian 
NIEs to Thailand in export-oriented industries will further increase the coun- 
try’s manufactured exports in the near future. However, if Thailand does not 
upgrade its manpower and technological bases, the current investment and 
export boom will be short-lived. The country’s comparative advantage in labor- 
intensive industries could soon be eroded as wage levels rise and as other low- 
waze economies such as the People’s Republic of China, Indonesia, Sri Lanka, 
and Viet Nam also promote foreign investment in their labor-intensive industries. 
Thus, despite the current economic boom and increasing attention from the 
international community, Thailand’s success in becoming a newly industrializing 
eccnomy will depend largely on its efforts to overcome various obstacles and 
shortcomings. 


Thailand’s External Economic Relations 


Changing Structure of Foreign Trade and Payments. The world economy 
has a strong impact on the economy of Thailand because of its relatively small 
size and openness. Its openness has increased over the years as evinced by the 
proportion of exports and imports of goods and services in GDP which rose from 
about 39 per cent in 1965 to 70 per cent in 1988. Nevertheless, the country’s 
contribution to world trade is still small due to the small size of the economy. 
In 1987 Thailand’s exports in world trade amounted to only about 0.5 per cent. 
However, the rapid growth of exports in recent years, together with the large 
amount of investments in export industries, should contribute more toward world 
trade in the future. 





7T. William R. Cline, “Can the East Asian Model of Development Be Generalized", World Development, vol. 10, 
no. 2 (1982), pp. 81-90. 

8. Astudy, for example, shows there had been increased market penetration of developing economies' manufac- 
turad exports into developed-country markets despite a restrictive trading environment. See Helen Hughes and 
Jean Waebroeck, "Can Developing-Country Exports Keep Growing in the 1980s?", The World Economy, vol. 4 
no. 2 (June 1981). 
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The rapid economic growth and structural changes in the economy over the 
years have resulted in a changing trade structure. On the import side, there 
has been a significant fall in the share of consumer goods from 39.5 per cent 
in 1961 to 7.8 per cent in 1988. In contrast, the share of intermediate goods and 
raw materials imported rose from 17.9 per cent in 1961 to 29.2 per cent in 1971 
before leveling off due to the energy shocks in the 1970s which increased the 
import share of oil and petroleum products significantly. With the fall in energy 
prices in the past few years, the share of intermediate goods and raw materials 
imported has again increased, amounting to 35.9 per cent of all imports in 1988. 
The share of capital goods in total imports has also risen significantly in recent 
years as a result of the investment boom which requires increased imports of 
capital equipment (see Table 3). 

The export structure has also undergone a significant change. As indicated 
earlier, the share of agricultural exports declined significantly while manufac- 
tured exports rose sharply. There has also been a much wider range of exports. 
Rice and rubber, which accounted for two thirds of total exports in 1958, declined 
to 15.3 per cent in 1988. In addition, the export share of maize and tin fell substan- 
tially since the late 1960s. Although the share of tapioca exports increased in 
the 1970s, it declined in the 1980s due to an export quota agreement with the 
European Community (EC) and more rapid growth of other export items. Primary 
export products which have become more important over the years include 
precious stones, prawns, frozen fowl and fresh fish whose export shares in 1987 
were 8.2 per cent, 4.1 per cent, 2.9 per cent, and 1.8 per cent, respectively. 

As exports of traditional commodities declined in importance, the export 
of manufactured products increased substantially. Many of these products were 
non-existent or accounted for a very small part of the country’s exports in the 
1960s and 1970s. They include textiles and garments, jewelry, integrated circuits, 
and canned pineapple (see Table 4). 

Industrial exports are rapidly becoming more diverse. Many manufactured 
products which now still have small export values are expected to become major 
exports in the next few years. Some of these include toys, rubber products, ball 
bearings, artificial flowers, ceramic tiles, leather products and plastic products. 


Role of Foreign Direct Investment. Since the 1960s Thailand has had a 
favorable policy toward foreign direct investment. However, the amount of such 
investment has generally been lower than in other member countries of the 
` Association of Southeast Asian Nations (ASEAN). This could be due to a number 
of factors. 

First, the country was never colonized by any of the major industrial coun- 
tries and, therefore, did not have a special relationship with these countries which 
would help to attract foreign investment. Second, as such, it did not adopt the 
languages of the major economic powers. This has led to disadvantages in the 
conduct of business across international boundaries. Third, the frequent military 
coups in the past, together with it being a frontline state during the Vietnam 
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Table 3: Imports by Economic Classification 
(Percentages) 





1961 1971 1981 1985 1986 1987 1988 





Consumer Goods 





Non-durable 32.2 10.8 6.3 EN 5.3 4.9 4.1 
Durable 7.8 7.1 4.4 4.4 4.7 5.0 8.7 
Subtotal 39.5 17.9 10.7 9.5 10.0 9.9 7.8 


Intermediate Products and 
Raw Materials 


For consumer goods 10.9 18.8 156 20.2 "24.9 24.8 23.7 
For capital goods 7.0 10.4 EN 9.7 9.4 10.3 12.1 
Subtotal 17.9 29.2 24.7 29.9 34.3 35.1 35.8 

Capital Goods 
Machinery 18.4 21.7 17.0 20.0 23.7 23.1 28.9 
Others 12.0 10.7 9.4 9.8 _ 8.2 79 11.8 
Subtotal 25.5 32.4 26.4 29.8 31.9 31.0 40.7 

Other Imports 
Vehicle and Parts 1.9 8.2 4.4 3.5 3.6 4.5 5.9 
Fuel and Lubricants 10.1 10.2 30.1 22.4 13.2 12.9 7.1 
Cthers? -0.7 EN 3.7 4.9 .T.0 6.6 21 
Subtotal 17.8 20.5 38.2 30.8 23.8 24.0 15.7 
Total = 100.0 100.0 100.0 100.0 1000 1000 100.0 








a Includes miscellaneous import items, gold imports, military imports, and adjustments for balance of payments. 
Note: Figures may not add to totals because of rounding. Í 


Source: Bank of Thailand, Monthly Bulletin (various issues), 


war years, also created an image that Thailand may be a politically unstable 
country. Foreign investors are therefore likely to place a higher country risk 
racing on Thailand. Fourth, the domestic market is not able to absorb large 
amounts of foreign investment due to the low per capita income. The import- 
substitution policy in the 1960s and 1970s which was largely inward-looking has 
not helped to encourage such foreign investment in export-oriented industries. 

However, the situation has changed significantly in the 1980s. The flows 
of foreign direct investment increased substantially even in the first half of the 
1980s when the economy was still experiencing economic difficulties. From a 
gross foreign direct investment inflow of generally less than Baht 6 billion per 
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Table 4: Principal Exports 








(Percentages) 

Product 1958 1963 1968 1973 1978 1983 1987 1988 
Rice 46.0 35.4 27.6 11.2 12.6 13.8 7.6 8.6 
Rubber 20.6 19.7 13.3 14.2 9.7 8.1 6.8 6.7 
Maize 2.8 8.9 12.0 92 5.2 5.8 13 1.0 
Tin : 4.0 T.T 11.0 6.3 8.7 8.6 0.8 0.6 
Tapioca 3.0 4.5 5.6 7.9 13.1 10.5 6.9 5.4 
Teak 87 — 14 12 13 0.3 B = 5 
Wood products — 0.1 0.1 1.4 1.2 0.9 1.2 1.0 
Sugar — 1.3 — 3.6 4.8 4.8 2.9 2.4 
Shrimp — 0.5 20 2.5 1.8 2.2 1.9 2.4 
Mung bean 0.4 0.6 1.0 1.2 1.4 1.1 0.5 0.3 
Jute and Kenaf 1.1 3.7 4.9 3.3 0.5 0.8 0.6 0.3 
Textile products — — — 2.1 8.3 10.0 16.2 14.5 
Jewelry — — — T 2.5 49 6.6 5.9 
Tobacco leaves 1.3 0.4 1.5 1.0 1.4 1.2 0.4 0.3 
Integrated circuits — — — — 2.6 4.0 5.1 2.2 
Canned pineapple — — — — 1.4 1.3 1.2 1.2 
Other exports 311 158 198 348 245 — 205 400 — 472 

Total 100.0 1000 100.0 1000 100.0 100.0 100.0 100.0 





= nil 
« = not available. 


Source: Bank of Thailand, Monthly Bulletin (various issues). 


year in the 1970s, the 1980s saw investments generally at above Baht 10 billion 
per year. Such investment flows were especially high in 1983 and 1984, amount- 
ing to Baht 13.9 billion and Baht 17 billion, respectively (see Table 5). In 1988 
foreign direct investment reached a new record at Baht 33 billion. The strong 
inflow was due to the massive relocation of production facilities from Japan and 
Taipei, China. The Board of Investment figures on foreign investment applica- 
tions in 1987-1988 also indicate that foreign direct investment in recent years 
has been quite high. 

Although the proportion of foreign direct investment in total capital inflow 
declined in the latter half of the 1970s and the 1980s due to inereased foreign 
borrowings in the public sector, the trend has been reversed in recent years. 
In 1988 the share of foreign private direct investment inflow was about 
40 per cent. 


Economic Prospects and External Economic Relations of Thailand 101 


Table 5: Inflow and Outflow of Foreign Direct Investment, 1970-1988 
(Baht million) 














Inflow Outflow Net Direct 
Year Equity Loans Total Equity Loans? Total Investment 
197D 685.3 328.8 1,014.1 23.7 99.0 122.7 891.4 
1971 793.1 234.7 1,027.8 101.1 118.3 219.4 808.4 
1972 1,165.7 388.2 1,553.9 11.0 115.8 126.8 1,427.1 
1973 -1,408.8 763.2 2,172.0 33.0 §34.1 567.1 1,604.9 
1974 3,026.6 1,657.1 4,683.7 289.3 558.0 47.3 4,636.4 
1975 1,654.1 1,737.3 3,391.4 358.0 1,288.6 1,646.6 1,744.8 
1976 1,565.5 1,498.4 3,063.9 238.7 1,211.1 1,449.8 1,614.1 
1977 1,325.3 2,960.7 4,286.0 209.2 1,913.0 2,122.2 2,163.8 
1978 1,126.0 5,238.9 6,364.9 427.1 4,927.0 5,854.1 1,010.8 
1979 1,412.7 4,568.8 5,981.5 227.6 4,706.2 4,933.8 1,047.7 
1980 3,703.8 5,555.2 9,259.0 194.6 5,248.1 5,442.7 3,836.3 
1981 4,127.1 5,214.7 9,341.8 130.1 2,848.5 2,978.6 . 6,363.2 
19&2 3,884.0 5,712.5 9,596.5 498.1 4,159.8 5,257.9 4,338.6 
1983 7,255.4 6,688.8 — 13,9442 426.2 5,326.1 5,752.3 8,191.9 
19&4 7,612.5 9,357.7 16,970.2 473.2 6,859.0 7,332.2 9,638.0 
1985 6,339.9 38264  10,166.3 930.2 4,833.4 5,764.1 4,402.2 
19&6 6,304.5 4,221.1 10,525.6 468.8 3,148.7 3,617.5 6,908.1 
1987 10,621.0 1915.0  12,536.0 373.2 3,119.0 3,492.2 9,043.8 
1988 23,068.1 9,892.4  32,960.5 266.0 4,431.6 4,697.6 28,262.9 





a Direct investment loans from foreign investor-companies. 


Source: Bank of Thailand. 


The proportion of foreign private direct investment to private gross 
domestic capital formation has been generally quite low at about 6-7 per cent 
during 1985-1987. However, this does not accurately reflect the role of such 
investment because it does not take into account the reinvestments of companies 
made through previous foreign direct investment. In addition, the foreign 
investments may be in the form of joint-ventures with local capital. 

It is evident from the share of direct investment flows that apart from Japan 
ard the United States, which are the two most important investor countries in 
Thailand, investment from the Asian NIEs is also quite significant and has been 
increasing rapidly in recent years (see Table 6). Investment from Taipei, China, 
which used to account for only a small proportion of total investment inflows 
in earlier years, has surged in 1987 and 1988. On the other hand, the relative 
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Table 6: Distribution of Net Foreign Direct Investment 
Inflow by Major Investor Source 
(Percentages) 








1971-197 5 1975-1980 1980-1985 1986 1987 1988 





Germany, Federal Rep. of 0.8 6.2 2.4 2.3 8.6 8.1 
Hong Kong 9.9 18.8 8.6 18.8 8.8 10.8 
Japan 26.4 81.7 27.3 44.1 36.1 51.7 
Singapore 5.3 6.9 8.6 ` 5.8 5.9 5.4 
Taipei, China 0.2 0.1 0.8 1.9 7.6 11.2 
United Kingdom 5.6 6.3 5.1 3.6 50 07 
United States 399 ` 24.9 32.2 18.7 20.1 11.8 
Others 319 mu mu 98 129 — 88 

Total 100.0 100.0 100.0 100.0 100.0 100.0 


Note: Equity and loans are from parent or related companies. 
Source: Bank of Thailand. 


importance of the United States and European countries as sources of direct 
investment has declined, although in absolute terms investment from these coun- 
tries has been increasing in recent years. 


International Trade Relations. Thailand’s three largest trading partners 
are the EC, Japan and the United States which together accounted for over half 
of the total two-way trade of the country in 1988 (see Tables 7 and 8). Thailand 
has had trade deficits with the United States until recently when it was able 
to generate a small surplus beginning in 1985. More important, the United States 
is now the largest single market for Thailand’s exports, which in 1988 accounted 
for 20 per cent of the total. 

Thailand has been able to register trade surpluses with the EC since the 
mid-1970s. The more significant trading partners within the EC include France, 
Federal Republic of Germany, Italy, Netherlands and United Kingdom. Tapioca, 
tin, textiles and garments are among the major export items to the EC market. 
In recent years, there have been more manufactured export items directed to 
the EC market. 

Thailand’s trade deficit with Japan remains large. In the past few years, 
the trade deficit has been larger than or almost as large as the country’s overall 
trade deficit. Japan has been importing mainly natural resources and processed 
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Table 7: Direction of Trade: Exports 


























(Percentages) 

1970 1975 1980 1985 1986 1987 1988 
Auszralia 0.5 0.9 1.1 1.7 1.8 1.9 1.9 
Belgium 0.7 0.5 2.5 1.2 1.0 1.1 1.3 
Brunei — 0.3 0.1 0.2 0.2 0.1 0.1 
Chira, People’s Rep. of — 0.9 1.9 2.9 3.0 3.0 3.0 
France 1.0 0.8 1.6 1.9 2.3 2.4 2.4 
Germany, Federal Rep. of 3.6 2.5 4.1 8.7 4.6 4.9 4.6 
Hong Kong 7.5 6.0 5.1 4.0 ` 4.0 4.2 44 
Indonesia 2.8 1.9 3.6 0.6 0.7 0.5 0.5 
Iran 0.2 0.9 1.6 0.9 0.5 1.1 0.5 
Italy 1.9 0.5 1.9 1.7 1.7 1.9 1.8 
Japan 25.5 27.6 15.1 13.4 14.2 14.9 16.0 
Korza, Rep. of 0.3 — 0.7 14 2.7 1.2 1.6 
Malaysia 5.6 4.7 4.5 5.0 4.3 3.3 3.0 
Netaerlands 8.6 10.1 13.2 7.1 7.3 6.7 5.5 
Nigeria _ 0.1 1.1 0.9 0.2 0.2 0.2 
Philippines 0.1 1.8 0.3 0.6 0.3 0.6 0.4 
Saudi Arabia . 2.2 0.1 1.7 2.3 2.8 2.5 2.2 
Singapore 6.9 9.0 7.7 79 8.9 9.0 TA 
Taipei, China 4.9 24 1.3 1.6 1.6 1.5 1.8 
Unized Kingdom 2.1 1.2 1.8 2.4 8.2 3.6 3.7 
Unized States 13.4 11.0 12.6 19.7 18.1 18.6 20.0 
Othars 12.7 16.8 16.5 19.0 17.1 17.1 17.4 
Total 109.0 100.0 100.0 100.0 100.0 100.0 100.0 

= ni. 


Note: Figures may not add to totals because of rounding. 


Sourze: Bank of Thailand. 


primary products. Over the last two years, however, various manufactured prod- 
ucts have started to gain ground in the Japanese market. However, despite the 
rapid expansion of exports to Japan, imports from Japan are growing even faster 
mainly due to imports of capital goods required to support the investment boom. 

The ASEAN countries account for nearly 15 per cent of Thailand’s two-way 
trade in recent years, with Singapore contributing more than half of the trade. 
Thailand now has trade deficits with all these countries. However, it was able 
to generate a surplus with Singapore in 1986 and 1987. This could well increase 
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Table 8: Direction of Trade: Imports 
(Percentages) 

















Australia 3.2 2.3 19 1.7 1.8 1.8 1.7 
Belgium 1.1 0.6 0.6 0.8 1.2 1.5 1.6 
Brunei — 1.6 24 4.6 2.0 20 08 
China, People's Rep. of — -— — 3.1 3.0 4.3 3.4 
France 1.4 52 5.5 2.7 1.6 1.5 2.4 
Germany, Federal Rep. of 8.5 5.2 44 54 5.8 5.9 54 
Hong Kong 14 1.0 1.0 1.2 1.5 1.5 1.2 
Indonesia ` 1.5 0.1 0.5 0.7 0.7 0.9 0.9 
Tran 1.0 0.1 0.4 0.4 0.1 0.0 0.0 
Italy 1.8 1.8 1.3 1.2 1.1 1.3 1.2 
Japan 37.4 31.6 21.2 26.5 26.4 26.0 29.0 
Korea, Rep. of — 0.7 2.1 2.6 2.5 2.7 2.8 
Malaysia 0.5 0.4 1.8 5.9 4.2 4.2 2.1 
Netherlands 1.4 1.0 2.5 1.0 1.0 1.2 1.1 
Philippines — 0.2 0.9 0.8 0.8 1.2 0.9 
Saudi Arabia 2.0 9.0 10.1 2.8 1.0 1.2 1.0 
Singapore 1.0 2.0 65 75 6.6 7.8 TA 
Taipei, China 2.2 1.0 1.0 3.1 3.6 3.7 4.2 
United Kingdom 7.5 4.5 2.7 2.5 3.2 3.2 3.0 
United States 14.9 14.0 14.4 11.3 14.3 12.5 13.6 
Others 132 177 188 142 176 156 163 

Total 100.0 100.0 — 100.0 100.0 1000 100.0 100.0 





` = nil. 
Note: Figures may not add to totals because of rounding. 
Source: Bank of Thailand. 


further in the future because exports to Singapore are largely destined to third 
countries, and Thailand is emerging as an exporter of industrial products. So 
far, trade liberalization among ASEAN countries has had a rather small impact 
on intra-ASEAN trade. Trade with other ASEAN countries could increase in 
the near future following the intention to boost intra-ASEAN trade in the latest 
ASEAN Summit Meeting in Manila in December 1987. 

Trade with the three Asian NIEs (excluding Singapore) accounted for about 
10 per cent of Thailand’s two-way trade in 1988. It has been experiencing trade 
deficits with the Republic of Korea and Taipei, China and trade surpluses with 
Hong Kong over the years. Thailand has imported an increasing amount of 
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industrial products, including capital equipment from the Republic of Korea and 
Taipei, China. With increasing investment from these economies, the trade rela- 
tionship between Thailand and the NIEs will be further strengthened. 

In the Middle East, Thailand’s major trade partners are Saudi Arabia, Iran 
and Qatar. Saudi Arabia was a major oil supplier to Thailand and had large trade 
surpluses until 1985. The major export items to the Middle East include rice 
and textile products. 

Thailand’s trade with the People’s Republic of China is also significant. 
Because this is controlled trade, there is no clear pattern of surplus or deficit. 
Nevertheless, the volume of trade between the two countries has increased in 
recent years. 

Although Thailand is likely to request that Japan reduce the large bilateral 
trade deficit in future years through the opening of the Japanese domestic 
market, especially in agricultural products, it does not have much bargaining 
power. Furthermore, the economy is likely to continue to be dependent on Japan 
for imports of capital goods and intermediate products. 

Among the countries with which Thailand has trade surpluses, the EC 
countries and the United States are the most likely to present increasing trade 
conflicts in the future. They are now restricting a number of exports from 
Thailand through various measures. In the case of the United States, trade rela- 
tions may not be expected to improve with the issue of the protection of intellec- 
tual property rights not having been resolved. In regard to the EC, there is con- 
cern that the unification of the European markets in 1992 will adversely affect 
exports from Thailand, especially tapioca pellets which form the largest export 
item to the EC at present. There is therefore a need for Thailand to at least 
maintain its diversified market approach and not to rely too much on the EC 
and U.S. markets. Increased trade with Japan, the Asian NIEs and ASEAN coun- 
tries would help to balance the protectionism of the EC and the United States. 


Economic Relations with Asian Developing Countries. In recent years trade 
between Thailand and some Asian developing economies has increased 
significantly. In terms of volume, Thailand’s most important trading partner is 
Singapore. In 1987 the volume of trade with Singapore was the third largest, 
nex; to Japan and the United States. Thailand’s volume of trade with Hong Kong 
and Malaysia has also been substantive. Hong Kong, Singapore and Taipei, China 
are also important sources of foreign investment in Thailand. The growth of 
direct investment from Taipei, China has been particularly high in recent years. 
There are also increasing numbers of tourists from the Asian NIEs. 

Recently, the government has taken the initiative to open up trade with 
Cambodia, the Lao People’s Democratic Republic and Viet Nam. The aim is to 
estzblish a trading zone with Thailand as the focal point. The depletion of some 
natural resources resulting from uncontrolled use has encouraged businesses 
in Thailand to gain access to natural resources which are still abundant in these 
neighboring economies. In addition, there is strong interest to explore invest- 
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ment opportunities in these economies which are likely to consider importing 
processed food and other necessary manufactured consumer products from 
Thailand. Moreover, they are likely to be interested in obtaining investment 
funds and technology transfers from Thailand. 

The present trade with these economies is less than 1 per cent of Thailand's 
total exports, although the amount of unofficial trade could account for a higher 
proportion. Nevertheless, there are problems to be overcome in economic rela- 
tions with these economies especially in regard to their lack of hard currencies. 
This has led to the suggestion that the baht be used for such trading. However, 
it is not expected that monetary authorities would allow the baht to be used 
as the exchange currency for fear of losing control over domestic money supply. - 
Another major problem constraining the development of economic relations with 
these economies is their lack of public infrastructure to support the rapid 
expansion of trade and investment. However, there is good potential for economic 
cooperation in the future. 


Prospects for Intraindustry Trade. There are few empirical studies on 
intraindustry trade in Thailand. But statistics of imports and exports and findings 
of some empirical studies tend to suggest that intraindustry trade is not lacking 
and is quite substantial in specific product groups. Furthermore, studies sug- 
gest that the indices for intraindustry trade have increased considerably over 
time for most products, and the number of products with high intraindustry trade 
has also increased.? 

In 1984 Thailand had the highest proportion of intraindustry trade with 
Malaysia, followed by Hong Kong and Singapore. Intraindustry trade was also 
quite substantial with Thailand’s major trading partners such as Japan and the 
United States. Product groups with high intraindustry trade indices are found 
in electrical products, chemicals, rubber products, textiles, metal proucts and 
machinery.!? 

It is generally believed that there is more room for intraindustry trade with : 
higher levels of economic development. As the economy of Thailand becomes 
more developed, the amount of intraindustry trade should be more extensive 
over time. In particular, there should be great potential for increasing such trade 
between Thailand and the Asian NIEs. The increased investment flows from 
the NIEs to Thailand in recent years and in the future should lead to more intra- 
industry specialization, with increasing trade on parts and components and other 
intermediate goods within the same industry. A similar situation can be expected 
in the case of trade with Japan. 

With rapid change in international comparative advantage and with the 
relocation of industries from Japan and the Asian NIEs to countries in Southeast 





9. Somsak Tambunlertchai, “Thailand-Australia Trade", in ASEAN-Australia Trade in Manufactures, ed. David 
Lim (Melbourne: Longman Cheshire, 1985), Chapter 6; and Pannee Suwantupinton, "Intra-Industry Trade in 
Manufacturing Industries in Thailand" (M.A. Thesis, Faculty of Economies, Thammasat University, 1987). 

10. Pannee Suwantupinton, op. cit, Chapter 3. 
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Asia, industrial restructuring at a regional level is occurring at a quick pace. 
It has been argued that a smooth transition of regional trade patterns can be 
realized with a higher degree of intraindustry specialization. This could occur 
if the industrial structure of more advanced economies could be adjusted to allow 
market outlets for similar products from less-developed economies. Increased 
. intraindustry trade could thus not only be considered as a consequence of 
economic development but also as an indicator of economic interdependence and 
eooperation through the relocation of industries among countries in different 
regions of the world. 


Problems and Prospects 


Problems Confronting the Economy. Despite the impressive economic 
achievements and favorable predictions for the economy of Thailand, a number 
of major issues need to be addressed. 

First, the very bullish growth of the economy has now strained the capacity 
of the country's infrastructure: the Bangkok port is now congested while the 
Laem Chabang and Mab Ta Phud port in the Eastern Seaboard Zone will not 
be fully operational until 1991 or later; Don Muang International Airport which 
was expected to reach full capacity in the year 2000 is now expected to reach 
full capacity in three years; provincial airports are starting to be congested with 
the tourism and export boom; some major highways are now quite congested 
while the traffic congestion in Bangkok has worsened; growth in electricity con- 
sumption has outstripped generating capacity; the telephone system has not been 
able to match demand for many years and is expected to remain so for some 
years to come; and water supply for both drinking and industrial purposes can- 
not meet demand. 

In the first half of the 1980s, the rate of economic growth was relatively 
low while the government's policy during that period was focused on containing 
` external debt. As a result, the planning of new public infrastructure projects 


| . was given less attention than in the 1970s. The unexpectedly high economie 


grcwth since the end of 1986 clearly indicates that public investment under the 
Sixth National Economic and Social Development Plan (1987-1991) needs to be 
revised upwards. : . 
. Second, although the government has revised public investment in the Sixth 
Plan by 31 per cent from Baht 83.8 billion to Baht 353.6 billion, it is not clear 
whether the additional resources will entail more public debt. The high 
investments in the private and public sectors will make it inevitable for the coun- 
try to rely on foreign funds, because domestic savings will be insufficient to sup- 
pert such investments. Although the current account deficit in 1988 was 
s 
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only about 3 per cent of GDP, it is expected to be larger in the next few years 
as the trade deficit becomes wider. 

Third, the country is facing increasing trade pressure, especially from the 
United States. The conflict arising from the protection of intellectual property 
rights has now resulted in the withdrawal of Generalized System of Preferences 
(GSP) privileges for eight export items covering metallic and silver ornaments, 
ceramic tiles, artificial flowers, mung bean, rice flour, circuit welding equipment 
and furniture. Although these account for a small proportion of Thailand’s total 
exports and GSP privileges are temporary in nature, the United States is now 
threatening tougher action under the U.S. Trade Act in order to force Thailand 
to negotiate. Furthermore, the country has also faced a number of countervailing 
duties in the United States since 1985. These include ball bearings (21.5 per cent), 
steel pipes (2.9 per cent), garments (1.2 per cent), nails (1 per cent) and rice (0.8 per 
cent). In the European market, the country has been facing trade restrictions 
in tapioca and canned seafood exports. It is therefore imperative that the govern- 
ment formulate a coherent trade and investment strategy so that there is less 
negative impact on the country’s economy. 

Fourth, there will be increasing environmental problems as industrializa- 
tion proceeds at a faster pace in the future. There are already increasing conflicts 
between villagers and factories on the discharge of industrial wastes. An appro- 
priate balance would have to be struck between the concern for the environment, 
on the one hand, and the speed of industrialization, on the other. 

Fifth, there are increasing shortages of skilled and educated manpower and 
this situation is expected to worsen if the economy continues to grow rapidly. 
Furthermore, as the economy becomes more developed, higher levels of tech- 
nology would be needed for industries which in turn would require investment 
in human resources development. 

Sixth, past economic growth has not resulted in more equitable income 
distribution. On the contrary, it has been argued that income distribution has 
worsened and that the majority of the population is still poor.12 It is therefore 
imperative that the government introduce appropriate measures to stem the 
likely problems of social upheaval and crime. 


Prospects for Further Growth and Development. The medium-term 
prospects for further economic growth and development remain good. Apart from 
the favorable demand for exports, domestic demand should grow satisfactorily 
in future years. , 

In the public sector, investment in infrastructure projects should continue 
for a number of years. In addition, the government is expected to invest more 
in educational facilities to upgrade the labor force and in scientific research. With 





12. See Suganya Hutaserani and Somchai Jitsuchon, “Thailand’s Income Distribution and Poverty Profile and 
Their Current Situations", paper prepared for the 1988 Thailand Development Research Institute Year-End 
Conference on “Income Distribution and Long Term Development”, December 1988. 
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the fiscal position much improved, there is more room for the government to 
pursue an active fiscal policy. 

In the private sector, the relocation of production facilities from Japan and 
the Asian NIEs is expected to continue for at least a few more years to take 
advantage of the large pool of cheap unskilled labor in Thailand. Furthermore, 
the attention that Thailand has been receiving at the international level has also 
brought investment interest from other areas, including the EC and the United 
States. 

The investments from abroad should lead to additional domestic investments 
in supporting industries. In addition, Thailand’s drive to establish a petrochemical 
industry-in the Eastern Seaboard area will result in strong domestic investment 
growth in the next few years. The large investments which have taken place and 
which will continue in the future will act to quicken the pace of transformation 
of tne economy. It is expected that the manufacturing sector will grow very 
rapidly, especially in the export sector. The large investments in export industries 
in recent years should contribute to strong export growth in the future. There 
will be much wider range of industrial exports, including many products which 
at present are not produced domestically or exported to a significant extent. 

Although the trade deficit will worsen in the next few years due to the 
import of capital goods and intermediate products to support the large amounts 
of investment, it is expected that the trend will be reversed as the investments 
in export industries start to bear fruit. The rapid economic growth should also 
leac to a growing middle class which would help to provide an increasing market 

for domestically produced goods and services. In the future, industrialization 
` and urbanization would extend further from Greater Bangkok to surrounding 
provinces and the Eastern Seaboard area. The mass migration of labor to these 
areas would have significant implications on the formulation of future develop- 
ment plans by the government. 

The economic growth prospects and structural transformation of Thailand 
in the coming years will be influenced by a number of external and internal 
factors. External factors include developments in the international economy and 
trading environment, trends of commodity prices, the process of international 
technological development and the ability of Thailand to take advantage and avoid 
any adverse impact of this development, and the emergence of other developing 
economies as competitors in specific labor-intensive and resource-based products. 
Internal factors include the ability of the government to continue maintaining 
a stable economic environment, to mobilize domestic savings so that the resource 
gap could be narrowed, to alleviate rural poverty and reduce income disparities 
among the population, and to build up the necessary human resources and tech- 
nological bases for upgrading the competitiveness of various economic sectors. 

As international trade and investment plays an important role in the 
economy of Thailand, the country’s future prospects will be influenced significant- 
ly by the changing international environment. As discussed earlier, economic 
recovery in recent years was greatly affected by favorable international economic 
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conditions since the Plaza Accord. However, favorable conditions may not con- 
tinue to prevail. Among other things, the trends on trade restrictions in 
developed market economies give cause for concern. Despite the progress of the 
Uruguay Round multilateral trade negotiations, trade protectionism seems to 
have increased as exemplified by the new U.S. Omnibus Trade Act, which has 
created more trade restrictive measures under the pretext of “fair trade”. 

It is hoped that in the long run, developed countries will recognize the 
adverse effects of trade protectionism on the world trading environment and 
on the welfare of their own economies. The opening up of markets in Japan and 
the NIEs for more imports could also be helpful for absorbing products from 
developing economies, although trade liberalization in these economies seems 
to have been of greater benefit to developed than developing economies. 
Although the EC, Japanese and U.S. markets have increased in importance in 
recent years, Thailand must seek alternative market outlets for its exports. The 
growing markets of the NIEs and other Asian developing economies should 
provide good trade opportunities for Thailand in the future. 

Thailand now relies less on agricultural exports, but there are still a number 
of major export items which are primary commodities. In the last two years, 
the prices of some major export commodities, including rice, maize and rubber, ` 
have increased significantly. But these favorable price trends may not continue. 
In faet, the evidence indicates that growth in manufacturing industries in 
developed economies has shifted toward industries which are less raw material 
intensive, and it is believed that this may have adversely influenced the demand 
for primary commodities. In addition, growing protectionism and heavy sub- 
sidization of agriculture may also have an adverse effect on agricultural prices. ` 
Ifthis trend is not reversed, the prospects for improvement in commodity prices 
would not be favorable. The movement of the price of oil will also influence the 
course of future development in Thailand, as the country will have to continue 
to rely on imported oil for many years to come. 

Thailand has now acquired a certain level of competitiveness in some 
manufactured exports. However, the emergence of new technologies in the world 
economy may significantly influence the pattern of comparative advantage among 
countries. In recent years, technological developments in various fields, including 
biotechnology, microelectronics and the use of computers in automatic produc- 
tion processes, and material technology for various products are rapidly 
advancing. The cost-reducing application of microtechnology through increased 
automation, for example, may change costs in favor of countries in which labor 
is relatively scarce. If Thailand is not prepared for these possible changes, the 
competitiveness of its industries could be significantly eroded in the future. 

As indicated earlier, Thailand is likely to face more severe competition in 
labor-intensive exports and in certain resource-based products. In time, labor 
costs in Thailand will increase, and the country will have to move up the 
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comparative advantage ladder toward more skill-intensive products. The rapid 
inflow of foreign investment in export industries and in capital and intermediate 
goods industries will also require more well-trained manpower in various in- 
dus-rial branches. The lack of qualified manpower and technological capabilities, : 
if not remedied, will become a serious constraint on Thailand’s effort to move 
up the comparative advantage ladder. 

A stable macroeconomic environment and rational economic policies on trade 
and investment are important internal factors that would influence Thailand’s 
future development. Thailand has been relatively successful in maintaining 
economic stability. The prudent approach toward macroeconomic management 
should be continued in the future. A flexible management of the exchange rate 
to avoid overvaluation of the baht is important. The incentive structure on trade 
and investment, which still renders high protection to some import-competing 
industries, should be further rationalized. 

There is a danger that the saving-investment gap will widen in the near 
future. The much-needed development of public infrastructure will require 
substantial financial resources. Moreover, increased investment in both the public 
and private sectors will substantially increase import requirements in the coming 
years. Thailand has so far increasingly relied on foreign capital to compensate 
for inadequate domestic savings. While this is necessary and even desirable in 
the short term, it will aggravate the country’s debt-service burden in the longer 
term. It is thus imperative for the country to mobilize additional domestic savings 
to finance its ever-increasing investment needs. 

A major issue that needs to be addressed in the long term is rural poverty 
and disparities among income groups and regions. It is perceived that if the pres- 
ent policies of promoting exports, foreign investment and tourism continue, the 
degree of income disparity among regions and between the urban and rural areas 
is likely to widen, although the absolute income level of the people will increase. 
This could lead to social tension. However, if rural development programs could 
be successfully implemented and income levels of the rural population substan- 
tially raised, not only would many of the social ills be alleviated but also the 
domestic demand for industrial products and services could be significantly 
expanded, which in turn would strengthen the process of industrial development. 


Prospects for Strengthening Economic Relations with Asian Developing 
Countries. As a small country, Thailand’s policies generally have very little 
impact on the world economy while major developments in the world generally 
affect the domestic economy in a significant way. Thailand has sought to main- 
tain good economic and political relations with all countries irrespective of their 
ideologies. The increasing threat of protectionism and the emergence of trading 
blocs in the world economy have strengthened the country’s commitment in this 
regard, especially in its economic relations with the developing economies of Asia. 

There is increasing investment from the Asian NIEs in Thailand. Many 
industries in the NIEs which are becoming uncompetitive because of rising 
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currency values in these countries or shortages of cheap labor are now relocating 
their production facilities in Thailand. The increasing relations from investments 
should lead to greater trade relations with these economies in the future. Apart 
from trade and investment relations, the experience of the Asian NIEs will 
provide invaluable lessons for Thailand in formulating its development strategies 
for the future. 

Within ASEAN, Thailand has been active in promoting further economic 
relations. Despite the existence of various schemes to foster closer economic ties 
among the ASEAN countries over the last two decades, intra-ASEAN trade 
remains rather small compared with ASEAN's trade with third countries. At 
the ASEAN Summit Meeting held in Manila in December 1987, the ASEAN coun- 
tries agreed to improve the preferential trading arrangement (PT A) to provide 
more tariff preferences for existing items in the PTA scheme and to substan- 
tially reduce the number of items excluded from this scheme. It is expected that 
the revised PTA scheme will lead to more trade within the ASEAN region. 

Several measures were also adopted at the ASEAN Summit to strengthen 
industrial cooperation and to increase intra-ASEAN investments. Among others, 
the conditions and incentives for intra-ASEAN investments through the ASEAN 
Industrial Joint Venture (AIJV) scheme were revised. The improved incentives 
could lead to more intra-ASEAN investment projects under this scheme. 
Although there are a limited number of projects under the AIJV scheme, there 
are in fact many more intra-ASEAN joint-ventures outside this scheme. In in- 
dustries promoted by Thailand's Board of Investment, for example, there are 
a number of Thai-Malaysian and Thai-Singaporean joint-ventures. There also 
exist joint investment projects from Indonesia and the Philippines. With the 
improved investment climate in Thailand, it is expected that investments from 
other ASEAN countries will continue to increase alongside those from other 
sources. 

ASEAN countries as a group hold regular dialogue with several countries, 
including the EC countries, Japan and the United States. There are also a number 
of programs by which resources are pooled to foster common interests in specific 
areas, such as energy, food, agriculture, finance and banking. Thailand has been 
an active member in these resource-pooling programs. The ASEAN Agricultural 
Development Planning Centre, for example, is located in Bangkok. 

Apart from ASEAN, there has been a lack of institutional arrangements 
for Asian developing economies to address issues which may affect the world 
trading environment and to assess prospects for further trade expansion. 
Although the formation of yet another trading bloc in Asia is unlikely and not 
desirable, closer cooperation among Asian developing economies could help in 
assessing the rapid changes in the world economy, in finding solutions to the 
problems threatening the free flow of trade and investment among countries, 
and in promoting intraregional trade and investment. 


The NIEs and the Developing Asian and 
Pacific Region: A View from South Asia 
Yoginder K. Alagh* 


his article intends to provide a framework for discussing the relevance 
of the economic growth experience of the Asian newly industrializing 
economies (NIEs) to the developing economies in the Asian and Pacific 
region, with particular reference to certain aspects of the development 
experience of India. ` 

The NIEs, namely, the Republic of Korea; Hong Kong; Singapore; and Taipei, 
China are, in various ways, special cases.! Their recent historical experience 
bequeathed a basis for development and of infrastructure on which it was possible 
to echieve relatively rapid economic progress. Furthermore, except for the 
Republic of Korea, the NIEs are comparatively small. 

The other developing economies in the region are at varying stages of 
development. Moreover, in contrast to the NIEs, many of them have larger 
populations together with uneven patterns of growth geographieally. Therefore, 
notwithstanding the successes in development achieved in particular areas or 
sectors, the existence of highly populated poorer areas inevitably gives rise to 
lower economic indicators in terms of per capita income or growth rates than 
are apparent in the NIEs. 

In India, for example, there are sharp contrasts between richer and poorer 
areas, but these contrasts are in a single country of continental size. Thus, it 
might be possible to define some urban centers or states as NIEs and others 
as developing economies. Yet India, despite being classified as a low-income 
developing country, ranks relatively high among the world's industrial countries. 
In the 1980s the growth rate of gross domestic product (GDP) has been 5.2 per 
cent compounded annually compared with a historical growth rate of 3.6 per cent. 
Manufacturing growth from the adjustment phase in 1984/85 was 9 per cent 
compared with 6 per cent from 1975/16, and export growth since 1985 has been 
above 10 per cent in real terms. Planning in India has thus to take into account 
the complexity and vitality of the developed sectors as well as the needs of the 
less advanced areas. 
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When considering the relationships between the NIEs and the developing 
economies of South and Southeast Asia and the example which the NIEs seem 
to provide, it is appropriate that the development experience of India should 
also be considered, for its experience is no less relevant than that provided by 
the NIEs which have special circumstances. 

The densely populated countries of South and Southeast Asia, to a 
considerable extent, share a common historical experience of struggle for political 
and economic freedom in the first half of this century. In the earlier periods, 
they experienced significant religious, cultural and trade contacts stretching back 
to the ancient civilizations that once flourished in the region and which are still 
enshrined in historical memory. Agro-climatically, a line drawn around the 
Central Gangetic Plain in India stretching eastward and embracing the great 
paddy growing monsoon agricultures of Asia gives an underlying geographical 
unity to many aspects of life in South and Southeast Asia. The enduring nature 
of the peasant economies of the region has influenced development thinking in 
the regional context, as have the long cultural traditions of the societies in the 
region which have put a premium on education and knowledge as a desirable 
objective of society.” In fact, it may be argued that cultural factors conducive 
to the development of technology and industry have existed in the region for 
a long time, by virtue of their recognition of the importance of widespread 
agricultural productivity and educational and human resource development as 
preconditions of growth. Thus, a community of interest, and often of outlook, 
exists between India and many of the developing countries of Asia. 

The experience of the NIEs is also of relevance to other parts of the region 
considering the overall similarities of both long-standing and more recent 
historical experience. In any discussion of economic growth, history is mainly 
of significance for the deeper background it provides. But contemporary 
experience is perhaps more relevant; the successful and rapid economic progress 
of the NIEs manifests a level of achievement which for the other developing 
economies of the region remained merely an objective. Four main aspects of NIE 
experience are of particular interest. 

The first is the design of development. Even though the development process 
may not always have been conceived as a complete paradigm, the leaders in 
society must, to some extent, have conceptualized some vision of development 
and the pace of its progress. The second relates to the identification of: strategies, 
opportunities and constraints; potential leadership groups; ways of overcoming 

` bottlenecks; global and regional strategies; and domestic initiatives. The third 
concerns the nature of the institutions involved in the development process, and 
this raises important operational questions. Many countries have elaborate 
development plans and strategies. But how are they put into operation? How 
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are incentives and penalties designed and administered? How are market and 
public initiatives combined to advance growth objectives? How do institutions 
support such designs? What are the methods of correcting errors? The fourth 
aspect is that of bilateral or multilateral opportunities for cooperation between 
the NIEs and the developing economies of the region. In particular, how can 
the growth experience, technological cooperation and investment of the develop- 
ing economies be shared? 

It is not possible in this brief article to discuss all the issues involved. On 
many of the issues of interest to the developing economies, no uniformity exists 
in the experience of the NIEs themselves. For example, the smaller economies, 
Hong Kong and Singapore, have different experiences and perceptions of develop- 
ment strategies from those held in the Republic of Korea and Taipei, China. 
Mcreover, experience is not always fully documented. In this article, only those 
issues arising from the development experience of the NIEs will be described 
which are relevant to the other developing economies in the region. Questions 
will thus be asked on the nature of the examples provided by the NIEs in the 
growth process, on the related issues of the open economy and domestic interven- 
tion, on the more important issue of how to devise policies that blend invest- 
ment and growth strategies with tariff and pricing policy rules and on possible 
cooperation between the NIEs and the developing economies in the region. 


The Nature of NIE Growth 


In spite of a rash of literature, the paradigm inherent in the growth perfor- 
mence of the NIEs is not really clear.2 Much is said about the virtues of the 
empirieal approach, and there are many generalizations. There are, of course, 
also a number of "I told you so" homilies. Many experts adopting the empirical 
approach refer to the "factor of growth" they had discovered in their heyday. 
Conventional growth theory "explaining" development by capital, labor and 
savings is clearly not relevant. The grafting of state-of-the-art trade theory or 
technology onto this framework is much too stultifying. Economists are, in any 
case, good at explaining the "sources of growth", retrospectively. Only the 
inspired economist can anticipate how to trigger off that elusive response 
ca:led cumulative self-sustaining development. The question of the paradigm 
remains, and there are no illusions that it can be answered in this article. Yet 
th» growth experience of the NIEs is relevant to the Third World; the successful 
paradigm must be understood to know the manner in which it was put into 
operation and to further the art of “growthmanship”. 

In one view, the NIEs are an application of static neoclassical theory to 
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economic policy.4 While a concern for dynamic efficiency and for the possibilities 
of trade have dominated NIE practice, many of the rules of neoclassical theory 
were, and still are, violated. 

In another view, NIE practice is a successful application of economic plan- 
ning. If such planning is the application of the set of propositions many of us 
learnt in graduate schools in the early 1960s, then successful practice in the NIEs 
is markedly different from the world of multicommodity growth and program- 
ming models, surplus labor theories, optimal economic policy matrices and golden 
age economies.5 


What is the NIE Paradigm of Growth? 


There is no satisfactory answer to this question. However, it may be posed 
in the context of available descriptions and studies. Successful growth, in the 
light of the experience of the NIEs, is probably selectively interventionist at 
the level of the sector and the firm. It is concerned with efficiency, and with 
the gains to be derived from technology and trade. It is structured on the use 
of domestic competition to release the sources of growth and, wherever 
necessary, the use of regulated competition from abroad to foster efficiency. It 
is an integration of policies with planning. This can be contrasted with the 
mechanical application of neoclassical static adjustment rules. We state first such 
an “adjustment policy set” and then show that an alternative set of policies can 
be developed, which takes into account successful growth experience. 


Policy Interventions and Planning 


Two somewhat sharply differing views on industrial policy for developing 
countries are being advocated. These views concern alternative prescriptions on 
trade policy (including protection), technology and investment policies (including 
pricing and fiscal or monetary policies), licensing policies and special policy objec- 
tives (like those on regional development 8 A typical adjustment packet, accord- 
ing to current international financial institutional practice, would be to first align 





4. As Governor Park of the Korean Central Bank said to the author in September 1987: "Don't listen to ‘com- 
parative advantage' advice. Whenever we wanted to do anything, the advocates of comparative advantage said, 
"We don't have comparative advantage’. In fact, we did everything we wanted but whatever we did, we did well". 
9. Those who were between 20 and 25 years of age then would be between 45 and 55 now and, hence, at the 
height of their intellectual influence in their societies. As the Indian journalist, Frank Moraes, said in his biography 
of India's first Prime Minister: "Nehru's influence was on the mind of the young in independent India and its im- 
pact would be felt only when that generation would cross forty". See Y.K. Alagh, "Views on Indian Development", 
in P.N. Haksar: Our Times and the Man, ed. Bidyut Sarkar (New Delhi: Allied, 1989), pp. 93-102. 

6. Fora description of alternative views, for example, on Indian industrial policy, see IJ. Ahluwalia, "The Role 
of Policy in Industrial Development", in The Development Process of the Indian Economy, ed. P.R. Brahmananda 
and V.R. Panchmukhi (Bombay: Himalaya, 1987), pp. 388-419. ` 
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the industrial economy with the international economy by reducing the dispersion 
of rates of protection and then reducing the average rate. Second, quantitative in- 
terventions in investment and production regimes should be abolished apart from 
a negative list of industries which are presumably. polluting industries or those with 
significant external diseconomies. Third, all kinds of pricing, fiscal or quantitative 
restrictions should be removed. Fourth, objectives such as regional development 
should not be followed through the industrial route. In the alternative view, 
however, industrial policy has to be more closely integrated with planning policies. 

This does not mean a reliance only on quantitative allocation regimes. Fiscal 
and trade policies and investment allocation policies have all to be used, and to 
the extent that market forces lead to higher level of efficiencies and provide 
economical methods of achieving objectives, these.should most certainly be 
adopted. But the central objectives of industrial policy have to be related with 
the development objectives of the economy. Given the need to modernize the 
economy structurally as quickly as possible, industrialization, related to improve- 
meat in the provision of, and spread of, infrastructure, may need priority. Agro- 
based industrialization, which integrates employment and value-added generation 
with a more efficient use of land-based products, is another area which may become 
important as land constraint becomes more severe. Special policies which pro- 
moze profitable exports may need to be initiated. Policies which at the margin 
encourage improvements in the efficient scale of production and, more generally, 
lead to improvements in productivity, particularly in core intermediate and infra- 
structure industries which have significant downstream effects, may need the 
highest priority. Policies which provide for an integration of the manufacturing 
sector with design of the development of backward areas, particularly by encourag- 
ing the development of selected growth centers, may need to be encouraged. 

The point being made is that industrial policies may have to be related to 
a development strategy and, while taking account of macroeconomic issues, 
should also be specific to particular industries which is where the priorities of 
a development strategy really unfold. Some industries have to be given higher 
priority than others. In the high priority sectors, technical change has to be 
strongly supported. Fiscal and trade policies have to orient themselves to this 
overall framework. Thus, there is an intimate connection between micro- 
eccnomics and macroeconomics. It is not that supply and demand elasticities or 
effective rates of protection or theories of market clearance have no relevance. 
These concepts have to be related to development policy objectives and priori- 
ties, rather than being applied in an uncritical neoclassical framework. 


The Indian Experience 
It is extremely likely that the growth experience of the larger NIEs, par- 


tieularly in the late 1960s and 1970s, will be characterized as that of selective 
intervention, using national and international markets to foster dynamic 
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efficiency, and related to national output and employment objectives. Such 
characterization is, we believe, a matter of further research or clarification. Here, 
however, a different line of reasoning is pursued. Recent policy changes in India, 
which are aimed at a process of structured liberalization and modernization within 
the framework of a development plan and a policy regime, are described. This 
regime consisted of a number of operational policies, particularly those which 
use market-oriented rules for achieving objectives. 

Policies which reward cost reduction and technical change and place pressure 
on domestic manufacturers to bring about such change would have to be 
implemented in priority sectors. In oligopolistic sectors, use can be made of 
regulated imports to keep up the pressure on technical change, cost and price 
reduction. Tariff policies must give sufficient incentives to producers to enjoy 
scale economies and modernize. The purpose of a tariff policy reform is first to 
ensure that monopoly profits are not left unhindered by the lack of a policy to 
control them and to give a reasonable degree of effective protection to domestic 
industry, particularly in priority sectors. Protected markets make enterprises 
soft and encourage obsolete technologies. In the case of tires, where a policy 
of tariff-regulated imports was suggested, the top four companies accounted for 
60 per cent of production. “There is no change in production concentration since 
-1979 for the top four or five companies up to 1983, since when concentration 
shares in 1984 have risen relative to 1983." Table 1 gives estimates of prices 
and costs in the period 1981-1984. In all cases studied (three major tire types) 
price increases were higher than increases in material cost. Other interesting 
cases where tariff policies were used to regulate domestic prices were industries 
like soda ash. Here, tariff rates were broadly regulated so that the efficient 
domestic manufacturers made a normal rate of profit. By now around 40 per 
cent of intermediates are subject to such pressure of cost reduction. 

In sectors such as machine tools and other capital goods and intermediates 
of high complexity, tariff policies should be designed to push domestic manufac- 
turers toward international competitiveness. The case of the capital goods in- 
dustry illustrates the argument given earlier of policies of structured adjustment 
to provide the framework for specialization and technical change. Studies, among 
others, by the Confederation of Engineering Industry (CEI) and the World Bank 
have documented the domestic resource cost efficiency of a number of capital 
goods manufacturers in India.8 The domestic resource cost (DRC) of 19 items 
of capital goods (e.g., cement plant, pulp and paper machinery, sugar processing 
plant, stainless steel fabrication machinery) has been estimated at between 0.91 
and -0.87 (see Table 2). Recent estimates show DRCs of most capital goods 
between 0.9 and 1.82. It is above 4.0 only in one item (see Table 3). However, on 
account of tariff policies and administered pricing regimes, the domestic capital 


7. Bureau of Industrial Costs and Prices, Ministry of Industry, Government of India, Studies on the Structure 
of the Industrial Economy: Automotive Tyre Industry, vol. 1 (New Delhi: Manager of Publications, 1985), p. 2. 
8. S.Gangopadhyay and O. Goswami, Capital Goods and Project Imports (New Delhi: Confederation of Engineering 
Industry, 1986). 
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Table 1: Comparison of Net Dealer Price (NDP) and Cost Changes, 
August 1981-March 1984 
(Percentages) 





Specification/Item Range Weighted Average 





1060-20-16 PR Nylon Truck Tyre (5 Cos.) 


Change in material cost - 8.62 to +9 - 0.39 
Change in total cost - 5.30 to + 13.03 4 4.13 
Change in NDP (without excise duty) 1.70 to 4.22 4 2.85 
Change in NDP (without excise duty) +2.78 to 413.72 +5.75 


(September 1981 to March 1984) 


900-20-12 PR (R) Rib Tyre (4 Cos.) 


Change in material cost 3 to+7 + 2.09 
Change in total cost +7.71 to + 11.32 + 9.84 
Change in NDP (without excise duty) Nil to + 27.21 + 9.89 
Change in NDP (without excise duty) -3.10 to + 16.55 + 9.89 


(September 1981 to March 1984) 


90-20-12 PR (N) Rib (2 Cos.) 


Change in material cost - 4.00 to - 0.29 +3 
Change in total cost 1.80 to 23.80 418 
Change in NDP (without excise duty) - 2.69 to + 11.60 + 4.89 


Nctes: Other specifications and companies selected were not considered in the 1983 study so 1981 cost data 
are not available in these cases. (900-20-12-N ylon Tyre was not produced by most companies in 1981.) 


Cost of some tires was lower partly due to the low weight of tires being produced now. 
Weighted average is based on production weights. 


Sources: 1981 costs are from Bureau of Industrial Costs and Prices (BICP), 1989 Report. Other periods, material 
cost verified and other costs taken from company replies, and/NDP prices are from company replies. 
See BICP, Government of India, Studies on the Structure of the Industrial Economy, vol. 1 (New Delhi: 
Manager of Publications, 1985), p. 9. , 


goods manufacturers, according to the World Bank and CEI, buy inputs such 
as steel, special steels and components at higher prices than foreign manufac- 
turers and, hence, the effective rate of protection is sometimes even negative, 
renging from 0.99 to -0.78. The implicit tariff on inputs was as high as 95 per 
cent and in many cases ranged from 50 per cent to 60 per cent. 

In the light of these findings, and given the fact that cost reduction in sec- 
tcrs such as the steel industry takes time, these capital goods industries were 
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Table 2: World Bank Estimates of Domestic Resource 
Cost of Indian Capital Goods 








Item Domestic Resource Cost 
Cement mill crusher 0.73 
Complete 1,000 tpd cement plant I 0.36 
Pulp and paper machinery from 0.60 to 0.53 
Sugar manufacturing machinery from 0.81 to 0.45 
Complete sugar plant of 1,250 tepd from 0.29 to 0.56 
Stainless steel splitting column 0.60 
Stainless steel absorption tower 0.91 
Separator vessel 0.91 
210 MW boilers 0.84 


(Washington, D.C., August 1984). 


switched over from an import quota to a tariff-regulated regime. The nominal 
rate of tariff protection on major machine tool items announced at 85 per cent 
implied lower effective protection rates. If the disadvantage in terms of input 
purchases is in the range estimated above, this nominal rate of protection would 
imply effective protection rates of between 25 per cent and 50 per cent. The 
domestic industry will, however, also get the advantage of reduced duty on 
imports of special quality steels and components of capital goods. More important, 
the import duty on project imports has been raised. It may be noted that other 
developing countries give high protection to capital goods. For example, it has 
been shown that capital goods manufacturers in the Republic of Korea had high 
rates of protection. 


9. C. Edquist and S. Jacobsson, “Production of Hydraulic Excavators and Machining Centres in India and the 
Republic of Korea: State Policies, Firm Performance and Firm Strategies", in Industrialization and Technological 
Alternatives, ed. Y.K. Alagh (New Delhi: ICSSR, 1986). 
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Table 3: Domestic Resource Cost of Selected 
Indian Industrial Products 





Product Domestic Resource Cost Ratio 








Machine Tools 
Radial Drill, Surface Grinder 1.48-1.82 
Gear Hobber and C.N.C. Lathe 


Electrical Machinery 1-1.32 
Boiler 210 MW, Turbo Generator Set, 
Hydro Turbine and Auto Transformer 


Mining Machinery 1.3-4.8 
Shovel, Crusher 1750, Crusher 1350, 
Dragline and O.B. Drill Sash 


Fertilizer Machinery 0.9-1.77 . 
Reactor, Heat Exchanger and Iron Ore 

Synthetic Rubber 2.65-2.78 
PBR, SBR (Alcohol Route) 1.66-2.94 
SBR (Naptha Route) 

Tkermoplastics 0.41-0.97 
LDPE (Film Grade) 2.75-4.50 
PP (Injection Moulding) 6.27-7.55 
VAM (Actual) 

VAM (Normative) 1.56-1.71 

Jute Goods 0.78-1.16 


Carpet Backing, Hessian, Sacking, 
Overall Jute Products 


Truck Tires 0.80-1.25 
Mini Steel 1.5 

Electronic Capacitors 0.95-1.93 
Medical Instruments ` ` 1.22-6.30 


Medical X-ray, Industrial X-Ray, 
Graphie Arts and Roll Films 


Source: S.N. Kaul, "Cost Competitiveness of Indian Industry”, in Institute of Cost Works Accountants of India, 
Industrial Development Prospect and Retrospect (New Delhi, 1988). 
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In basic intermediates, modernization and scale economies have to be 
internalized quickly. Energy and material intensity of production can be rapidly 
decreased. Pricing and tariff policies have to place pressure on producers to pass 
on benefits to consumers, otherwise technological change will be thwarted by 
demand constraints. For example, in thermoplastics, the rural consumption of 
LDPE per head, while lower than in urban areas, was fairly widely distributed 
among different sections of the population at about the equivalent of 0.1 kg of 
resin per head in 1983/84. Similar trends were observed in PVC. Reduction of 
tariff protection would, therefore, force the domestic suppliers to reduce prices 
for the very widespread and decentralized thermoplastics processing centers 
and would lead to lower prices for consumers. Price elasticity of demand was 
1.1. As such, very poor consumers would benefit from this policy. The new 
investments producing resin in the public sector would be 40 per cent to 50 per 
cent more efficient in energy use; since it was based on state-of-the-art technology 
and was on an optimal scale, existing facilities and real costs and prices could, 
therefore, fall. 

Demand for thermoplastics shows low elasticity with respect to income for 
all resins and all areas. The elasticity is highest for the category of non-poor 
consumers in rural areas (see Table 4). 

Demand for the resins was price elastic. To estimate the price effects on 
demand, both time-series and cross-section data can be pooled. Taking the income 
elasticity of demand figures as given, a new set of data of per capita consump- 
tion of resin can be determined. The effect of price elasticity was estimated at 
-1.01. Price effects, therefore, matter. 


Table 4: Estimates of Income Elasticities of Demand 
(Per capita income elasticity: cross-section data} 

















Rural Urban 
Poverty Line Poverty Line 
Type Above Below Above Below 
LDPE : 0.893 0.578 0.409 0.457 
HDPE 0.805 0.392 0.455 ` 0.601 
PP 0.716 0.301 0.424 0.491 
Total 0.743 0.391 0.423 0.569 


Total Average 0.567 0.496 





The NIEs and the Developing Asian and Pacific Region 123 


Expansion of capacity would be viable and will be realized in the market only 
if attempts are also made to bring about cost reduction and pass on the benefits 
of sach cost reduction to the consumer. Scale economies of petrochemical products 
will be realized in the market only if attempts are also made to bring about cost 
reduction and pass on the benefits of such cost reduction to the consumer. 
Thermoplastics are also an important input in the export process. Tariff policies 
for the thermoplastics sector would, therefore, be seen as a part of a medium-term 
policy trend. In short, continued pressure must be exerted so that the industry 
benefits low-income consumers and exporters, and the price of this intermediate 
does not rise. Technological change, lower costs and lower prices are, therefore, 
the different facets of unified policies in the case of important intermediates. 

Cement pricing is another illustration derived from the Ghosh Committee 
Report.1° The Committee’s approach to cement pricing can be summarized best 
- in its own words: "New units must be given the long run marginal cost of cement 
production in order to ensure continued expansion in the future. For existing 
uniis, it is essential that the price be such as to cover variable cost of production 
on the basis of reasonable norms of efficiency and allow for replacement and 
modernization. For this purpose, it is necessary to use a notional amount as capital | 
servicing cost rather than the return on capital and depreciation on historical 
cosz”. Cement was under a full domestic quantity and price control regime. The 
Committee recommended partial decontrol: “Hereafter, only 20 million tonnes 
of cement, annually, should be kept under price control. With the installed 
capacity in 1982 at around 28 million tonnes, all existing plants may be required to 
first supply cement up to 75 per cent of their capacity to the Cement Controller, 
any production in excess of this percentage being permitted to be sold by them 
freely in the open market. Free market sales would be free both from distribution 
control as well as from the freight pool”. The Committee also recommended that 
cost escalations must be allowed on a half-yearly, if not quarterly, basis. 

It is noteworthy that with this pricing mechanism, there is a powerful 
incentive to increase capacity utilization since realization at the margin (open 
ma-ket price) will be higher than the average (determined by levy price). Capacity 
utilization increase led to tremendous improvement in energy use. In a recent 
energy audit, for all plants taken together this relationship is econometrically 
est-mated as an elasticity of -1.03 with respect to capacity utilization for electrical 
power and -0.64 for thermal power. Thus, a 10 per cent increase in capacity utiliza- 
tion leads to a 10.3 per cent decrease in electrical power consumption per ton of 
cerent. Similarly, a 10 per cent increase in capacity utilization leads to a 6.4 per 
cert decrease in thermal power consumption to the economy. Improved capacity 
uti_ization is a powerful tool of energy conservation. A 10 per cent improvement 
in capacity utilization will lead to a saving of 85M W of power capacity and about 
700,000 tons of coal annually for the production of 35 million tons of cement. 





10. For details, see Bureau of Industrial Costs and Prices, Government of India, Studies on the Structure of 
the Industrial Economy, vol. 3, (New Delhi: Manager of Publications, May 1987). 
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In this dual pricing algorithm, however, if the shape of the levy and non-levy 
demand curves are known, the levy and non-levy proportions can be set to ensure 

the long run marginal cost realization on the average. Radhakrishna has 
estimated econometrically that the price elasticity of demand was in the range 
-(0.35 to 0.37) for non-levy cement.!! Thus, if prieing policy has to be used in a 
planned economy, the "price" which links the microeconomic policy with the 
macroeconomic objectives of the plan will be different from the market price. It is 
here that tariff and excise policy changes can be made (earlier example). The point 
being made in the cement case is that a dual prieing algorithm can be used for 
the same purpose. In this case, once the demand and supply curves are specified, 
the quantity ratios in a dual pricing policy can become the instrumental variable. 

Selective liberalization and structured change of the kind discussed above 
require adjustment and strengthening of planning procedures. The emphasis may 
shift from details of disaggregated target setting to greater concentration on 
policy issues, but the focus on analysis of policy and strategy options would be 
more pronounced. Therefore, questions of tariff pricing, licensing and related 
issues need to be synchronized with investment planning for core sectors with 
a major emphasis on modernization programs in a development plan and strategy. 
Methods such as domestic resource cost, effective rates of protection or demand 
elasticities and the use of numerical magnitudes of these concepts can be 
integrated with comparative static policy design. However, it is important to 
appreciate that policy and developmental problems are essentially of a dynamic 
nature involving investment and technology choice questions in poor countries. 
The desired price to encourage the required supply response in the priority 
sectors may need intervention in the market. As the earlier examples show, this 
may take many forms such as dual prices, tariff interventions or tax inter- 
ventions. Àn advantage of these methods is that all such interventions can be 
used to develop policies for encouraging exports by increasing their relative 
profitability. Thus, tariff and excise taxes can be used to give a "set-off" for 
exports, and exporters can be given preferred prices in dual pricing regimes. 
These incentives can also be extended to indirect exports. Strangely, the larger 
the domestic price "distortions", the larger the incentive to export profitability 
if a set-off is provided. 

Tariff and pricing policies will, therefore, need to be linked to investment 
and planning policies. The plan first gives the indications of the differential rates 
of growth expected from different sectors on account of developmental priorities. 
Tariff and pricing policies have to be oriented to the achievement of these targets 
in an efficient manner. Normative pricing is a method of achieving this objective. 
However, provision should be made for the capital cost for either the expansion 
of existing plants or the installation of new plants on an optimal scale. 

Significant improvements in efficiency in the use of inputs in a number of 
sectors have been demonstrated and commercially proved. In the sugar industry, 





11. Ibid. 
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for instance, improvements in sucrose recovery (1 per cent) and bagasse savings 
(4-5 per cent) are feasible through known technologies and improved management. 
The bagasse thus saved can be utilized in the paper industry. Computer-aided 
designing can radically alter the techno-economies in the traditional industries 
such as handlooms, powerlooms, garment manufacturing, leather and leather 
goods, and other skill-intensive industries. Improved efficiency in material use 
in such industries helps in reducing the unit cost of produetion and also makes 
the products more competitive in the international markets. Similar economies 
in irrigation (canal lining), oil exploration and iron-ore mining through the scien- 
tific use of material handling equipment are feasible and need to be tapped 
systematically. 

The Asian developing economies have scarce land resources. Inputs used 
for the agriculture sector have to be made cheaper and technical change 
encouraged in inputs required for land development, water saving and agro- 
processing. Apart from inputs such as pesticides and seeds, other traded inputs 
to the agriculture sector need strategies for technology promotion and price 
rationalization. Plastics, water saving and energy saving devices need to be priced 
at international levels, rather than at prices which the agriculture sector cannot 
afford. Thus, the agriculture sector needs the same attention given to the 
industrial sector in terms of policy and delivery system reforms. In many cases, 
tecknologies have to be adapted to suit the Asian peasant economies. 


Areas of Cooperation between the NIEs and Developing Economies 


Apart from sharing their development experience, the NIEs and India could 
provide considerable assistance to Third World countries in need of higher tech- 
nolcgy and other skills. Third World countries have strong similarities in their 
demand for consumer and producer goods but which differ from the kinds of 
goods demanded in developed countries. Consumer goods tend to be less sophisti- 
eated, more funetional and of lesser variety, while capital goods tend to be less 
specialized, less automated and more rugged. Both may be based on the use of 
different raw materials, and the processes employed may be on a smaller scale 
than those employed in developed countries. The technological efforts both in 
. the NIEs and in the more developed sectors of the Indian economy are directed 
precisely at effecting these kinds of changes: "productionizing" technologies from 
the developed world which are inappropriate in their original form, adapting 
products to local needs and processes to smaller scales, and using local materials. 

The NIEs, therefore, have a competitive edge in selling technology and 
services to the Third World countries. This may be based on the adaptations 
which have been made to local conditions, making technologies or services more 
appropriate to the needs of other developing countries in terms of low-cost 
engineering and managerial manpower. Thus, trade between developing 
countries and the NIEs will tend to be based, to a significant extent, on these 
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innovations and will promote further learning in the exporting countries. Intensi- 
fied export activity can create an expanding circle of such benefits as those of 
larger scale, greater efficiency, greater learning and skills and, hence, more 
diversified production and exports. 

Technology exports by the NIEs can be characterized into various types 
by skills and know-how being exported. For instance, there is scope for the 
provision of technology which can either be adapted to local needs or to those 
which are identical to those prevailing in the industrial countries, in which case 
the competitive edge of the developing countries lies in the adaptations made, 
or the cheaper cost of skilled manpower or both. There is also scope for the 
provision of technology complementary to that provided by developed countries. 
Here, firms from developing countries act as subcontractors or partners of 
technology sellers from industrial countries. In general, the latter provide the 
sophisticated components of the technology package, whereas the former under- 
take the simpler but highly skill-intensive detailed engineering, construction 
supervision, civil construction, commissioning or training. Given the large labor 
cost advantage of many NIEs, such complementary type of service export is an 
obvious means of expansion for their enterprises in sectors where their own 
technologies are not up to international standards, but their lack of an established 
brand name, or their inability to put together an attractive financial package, 
puts them at a disadvantage. Other related areas of more advanced NIE 
technology activity are those which are non-overlapping with developed coun- 
try technologies, for example, those wholly specific to a particular developing 
country, either because of its special needs (e.g., cottage and handicraft industries 
in India) or because of its natural resource endowments. 

The export of manufacturing technology by the NIEs and by other more 
advanced countries, including India, has made impressive strides in recent years. 
For example, enterprises, mostly locally owned, in Argentina, Brazil, India and 
Republic of Korea are setting up turnkey plants in other developing countries, 
spanning a broad range of activities and technologies. One of the main industries 
in India has been power generation which involves the design, supply and erection 
of power stations, a highly complex, skill-intensive and technologically demanding 
activity. Other important industries have been power distribution, cement, 
textiles, steel mills, machine tools and sugar, ranging from simple, well-diffused 
technologies to complex advanced ones. 

The export of consultancy has also grown rapidly with the NIEs selling 
detailed engineering, project supervision, feasibility studies and similar services. 
Some of the export activity has taken the form of subcontracting to developed 
country engineering firms. 

Another feature is the rise of Third World multinationals which invest 
abroad primarily in other developing countries. They participate in manufac- 
turing, primary marketing, banking, retailing and other service activities. The 
NIEs vary in regard to specialization in direct investments abroad. India has 
also significant industrial investments abroad. Indian multinational companies 
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reveal a surprisingly wide range of activities abroad, from simple, traditional 
ones such as textile or food processing to large, sophisticated giant paper and 
pulp mills, oil fractionation, truck and jeep assembly and precision tools for elec- 
tronics industries. Thus, there is a great deal of industrial technology transfer 
from the NIEs and countries such as India to Third World economies. 

While trade among the Third World economies will lead to growth of 
capzbilities among themselves, the NIEs and India are moving steadily up the 
technological ladder, undertaking more complex tasks and retaining or expanding 
their share in international technology markets in all but the most advanced 
industries. Both the NIEs and India have emerged as competitive sellers of 
services in areas such as civil construction, hotels, banks, insurance companies, 
marketing and distribution. India has clearly identified the role that technology 
transfer and international capital can play. In its priority intermediate and export 
sectors, considerable policy adjustments have been made to encourage such 
investments. The emphasis is not only on transfer of resources but also on skills 
and technologies for the purpose of upgrading and modernization. ` 

However, there are a number of infrastructural, commercia] and informa- 
tional constraints on the fuller development of Third World trade. Exporters 
lack knowledge of market opportunities and selling networks and importers lack 
knowledge of alternative suppliers in developing countries. The Third World 
suppliers' lack of established brand names present a serious obstacle to their 
entry in Third World markets. A better understanding of these constraints would 
be helpful in the formulation of improved policies to promote Third World trade. 

It would be useful, therefore, for the developing economies to obtain, in an 
organized and documented form, information on the growth experience of the 
NIEs and of countries such as India. Apart from information on the "paradigm 
of growth”, details of the mechanics of policy formulation and implementation 
and of institutional and data-base support would be particularly helpful to the 
process of development. 


Catching Up: The Asian Newly 


Industrializing Economies in the 1990s 
Helen Hughes* 


orty years ago, some of the Asian newly industrializing economies (NIEs) 
and near-NIEs were among the poorest countries in the world.! Today 
they not only lead in economic growth among developing countries but 
also are catching up to the market-oriented industrial countries (see 
Table 1). During the late 1980s the performance of the NIEs accelerated, reaching 
even higher rates of growth than they had achieved in the 1960s and 1970s. 
Domestic policy improvements enabled them to take advantage of the strength 
of the world economy from the second half of 1983. The South Asian countries 
performed quite well during this period and so did some of the Mediterranean 
countries, but countries in Africa south of the Sahara and in Latin America ran 
deeply into debt and barely grew at all in terms of per capita income. 

Economic growth of the NIEs has been unique since the 1960s. Only Malta, 
a small island of some 345,000 people, has grown as rapidly during the last 
40 years. 

These spectacular performers have also been leaders in social development 
(see Table 2). 

It is now widely accepted that the success of the Asian NIEs is not the result 
of cultural factors but of economic policy choices. Although the characteristics 
of political regimes have varied, the NIEs have had stable governments with 
relatively smooth transitions that have enabled policy designers to "learn by 
doing". This article first focuses on the "initial conditions" in the Asian NIEs. 
It then discusses the importance of overcoming balance-of-payments constraints 
and reviews the changing structure of exports. It concludes with a discussion 
on the role of technological change and private direct investment and of an open 
international economy. 





* Professor of Economies and Executive Director, National Centre for Development Studies, Australian National 
University. The author is grateful to Ilias Mastoris for assistance in preparing this article. 
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Table 1: Principal Economic Indicators: Asian Newly 
Industrializing Economies 





Average Annual 


Per Capita Per Average 

Income Growth, Capita Inflation, 

Area 1965-1986 Income 1980-1987 
(000 sq km) (%) ($) (äi) 
Hong Kong 1 6.2 8,240 7.2 
Korea, Rep. of 98 6.7 2,820 5.8 
Singapore 1 7.6 7,870 2.1 
Taipei, China 36 7.0 4,960 2.9 





Sourzes: Asian Development Bank, Key Indicators of Developing Member Countries of ADB, vol. 19 (Manila, 
July 1988}; and World Bank, World Development Report 1988 (New York: Oxford University Press, 1988). 


Table 2: Principal Social Indicators: Asian Newly 
Industrializing Economies 





Population Life Enrollment in 

Population Growth, Expectancy Secondary 

Mid-1987 1970-1986 at Birth, 1986 School, 1986 

(Millions) (9/o) (Years) (%) 
Hong Kong 5.6 2.2 76 69 
Korea, Rep. of 42.1 1.6 69 94 
Singapore 2.6 1.6 73 Ti 
Taipei, China 19.5 1.8 722 





< = not available. 


a 1980. 


Sources: Asian Development Bank, Key Indicators of Developing Member Countries of ADB (Manila, various 
issues}. 
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Historical Background 


The NIEs differ from each other in geographic and population size. Their 
initial conditions were also very different. 

Hong Kong has been an outward-oriented entrepót for manufacturing since 
the nineteenth century, importing raw materials for mainland China and for 
finishing and exporting manufactures. Although the rush of immigrants resulted 
in serious employment, housing and public sector problems from the 1950s, it 
also brought in skilled manufacturers, workers and capital. A combination of 
free trade and conservative macroeconomic policies with an efficient public in- 
frastructure contributed to the rapid growth of manufactured exports, but 
manufactured exports were never the only source of growth. Entrepót activities 
remained important, growing markedly as the People's Republie of China 
expanded exports in the 1980s.2 Tourism grew rapidly. Construction made a 
considerable contribution to gross domestic product (GDP). A financial sector 
developed. 

The Republic of Korea was one of the poorest countries in the world at the 
end of the Korean war which devastated the countryside, leaving few productive 
or infrastructural facilities intact. The inward-oriented stance, with government 
involvement in basic industries, made economic growth very costly and slow. 
Agriculture, despite land reform, was crippled. A large bias against exports 
limited them to specialized agricultural products. Inflation and an overvalued 
exchange rate characterized the economy. It was the withdrawal of United States 
aid that shocked the economy into a radical change of policy that led to devalua- 
tion and brought down inflation through improved fiscal and monetary policies. 
The protectionist bias against exports was offset by drawbacks, wastage 
allowances and subsidized credit to favored firms. This created the chaebol 
conglomerates that still dominate the economy with concomitant high economic 
(and social) costs. The economy was, nevertheless, able to grow rapidly because 
the bias against agriculture was reduced. A rural development program helped 
to improve rural living standards and freed labor to work in manufacturing and 
services. Improved fiscal performance made progress possible in infrastructure. 
Further episodes of government support for basic industries (related to strategic 
problems) and continuing regulation periodically put a brake on growth. But - 
overall, the level of net effective assistance to manufacturing was lowered 
facilitating expansion of exports of manufactures. 

However, fiscal policies continued to “blow out", leading to inflation and 
necessitating borrowing abroad. Distortions in eredit and other policies led to 
unnecessary imports of machinery, increasing pressures in the private sector 
to borrow abroad. Korean entrepreneurs did well in adapting technology in a 
few areas, but because of the lack of private direct foreign investment, the 





2. Yung Wing-Sung, The Key to China's Open Door: The Hong Kong Connection (Cambridge: Cambridge 
University Press, forthcoming). 
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technological base of the economy remained relatively narrow. The cost of 
macroeconomic distortions, direct government intervention, particularly in 
manufacturing, and all pervasive regulation has meant that standards of living 
have not risen as rapidly as they could have. The protection of agriculture is 
very costly to the economy in economic and social terms. Together with the 
narrow economic base, poor and very expensive housing, the lack of social 
security has probably contributed markedly to social unrest. 

Singapore was an inward-oriented entrepót for manufacturing, distributing 
imported manufactured goods to surrounding countries and processing raw 
materials for export. When Singapore parted from the Malaysian Federation 
and had to look to labor-intensive activities for external markets, it did not have 
the capacity to produce manufactures for export. It therefore had to turn to 
foreign investors. Like Hong Kong, Singapore remained an important entrepót 
anc developed tourist and financial sectors. The construction industry was a 
major contributor to GDP. Although also open in terms of trade, the govern- 
ment did not limit its economic intervention in infrastructure. 

In the 1950s the ruling elite in Taipei, China represented manufacturers 
anc financiers from mainland China. A land reform was underwritten by the 
Joint Commission for Rural Reconstruction so that the farmers who acquired 
land were able to develop their holdings. They were the early exporters. Food 
processing for export developed, as did some clothing, toys and other labor- 
intensive exports. But in the 1950s Taipei, China was an inward-oriented economy 
with an overvalued exchange rate. The economy was prone to inflation. Poor 
fiscal management failed to generate funds for infrastructure which in 1960 was 
still much as the Japanese colonial administration had left it in 1939. T'his limping 
economy was underwritten by aid inflows. . 

Taipei, China changed its economic policies when the United States 
withdrew (civilian) aid at the end of the 1950s. Devaluation made exports possible, 
anc a tough fiscal and monetary regime brought inflation to an end. Tariff 
drawbacks and other direct offsets to protectionist policies were necessary for 
the expansion of exports. Credit and other subsidies were introduced to offset 
the high cost of protection more generally. The government divested itself of 
most directly owned enterprises, but Taipei, China remained a highly regulated 
economy into the 1970s. Net effective assistance was by then low, but it was 
achieved by a combination of positive and negative measures which were costly 
to the economy. À second turning point in the economy came with the pressure 
of high petroleum prices when efficiency became very important and deregula- 
tion became politically feasible. Taipei, China has slowly deregulated and reduced 
prctection since the mid-1970s, accelerating the process in the 1980s. It has 
become one of the most open developing economies, achieving liberalization 
without the trauma that accompanied the lowering of protection in the southern 
Latin American countries. The financial sector, however, remains highly 
regulated, and agriculture is protected. 

The successful economic growth of the NIEs has thus not been merely the 
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result of export performance, although export growth has been important. It 
has become increasingly evident that macroeconomic and trade policies that 
stimulated broad-based development have been the foundation of overall 
economic growth. Export growth has played two important roles. First, it has 
made the NIEs competitive, and this has had efficiency effects in distribution 
as well as in production. Second, export growth has overcome balance-of- 
payments limitations. In this sense, “unshackling” exports has been a key 
policy? Without appropriate monetary and fiscal policies, unshackling exports 
would, however, have failed to lead to sustained growth (see Table 3). 

An understanding of the essential ingredients of the success of the NIEs 
is essential to their further development. Taipei, China and the Republic of Korea 
are tending to follow Japan's beggar-thy-neighbor policies. In the 1990s this could 
be extremely dangerous. The economies of Hong Kong and Singapore are more 
soundly based, but Hong Kong faces political difficulties. 


Overcoming Balance-of-Payments Constraints 
With the exception of Hong Kong, the outward-oriented strategies of the 
NIEs are at most 30 years old. Yet, in that short time, the emphasis on exports 


has created an overwhelmingly mercantilist mentality in the Republic of Korea 
and Taipei, China. Exports are regarded as "good" and imports as "bad". Over- 


Table 3: Average Annual Real Growth Rates of Exports 








(Percentages) 
1960-1970 1970-1980 1980-1986 
World 9.2 20.3 3.0 
Industrial Countries 10.0 18.8 3.7 
Developing Countries 7.2 26.1 4.7 
Hong Kong | 14.5 22.4 10.7 
Korea, Rep. of 38.6 37.2 13.1 
Singapore 3.3 28.2 6.1 
Taipei, China 18.1 14.1 12.7 





Source: International Economic Data Bank, Australian National University. 





3. James Riedel, “Economic Development in East Asia: Doing What Comes Naturally?”, in Achieving Industrializa- 
tion in East Asia, ed. Helen Hughes (Cambridge: Cambridge University Press, 1988) pp. 1-33. 
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corring balance-of-payments constraints through outward orientation has become 
counterproductive in these two economies. 

Table 4 indicates the trends in current account balances in all NIEs except 
for Hong Kong, which does not record these data. Taipei, China moved to a 
positive balance in the early 1970s, increasing reserves steadily throughout the 
1982s, and both the Republic of Korea and Singapore began building reserves 
in the mid-1980s. 


Table 4: Current Account Balance: Asian 
Newly Industrializing Economies 
($ million at current prices) 





1981 1982 1983 1984 1985 1986 1987 


Hong Kong š - D a s: - d 
Korea, Rep. of -4,645 -2,650 -1,606 -1,873 -887 4,618 9,854 
Singapore -1,469 -1,296 -610 - 385 -3 542 539 
Taipei, China 519 2,248 4,412 6,976 9,195 16,217 18,172 





„ = not available. 


Sourze: Asian Development Bank, Key Indicators of Developing Member Countries of ADB, vol. 19 (Manila, 
July 1988). 


Mercantilist attitudes are unfortunately as distorting in the long run as 
inward-oriented policy stances. Large positive current account balances mean 
thas the citizens of a country are being deprived of consumption opportunities. 
Grawth may be maintained, even at high rates, but at a cost to the trading 
pariners. They are expressed as current account deficits and borrowing abroad. 

Increasing reserves, representing current account surpluses, are not simply 
the result of trade policies. A macroeconomic and microeconomic policy package 
was essential to the achievement of export levels that broke through balance- 
of-payments constraints and led to surplus current accounts in three of the NIEs. 
The policy framework mix as well as policy directions are, however, markedly 
different among the NIEs, mainly for policy formulation reasons. 

Small open economies such as Hong Kong and Singapore (and the 100 or 
so cther countries with a population of less than 5 million) can place little reliance 
on conventional monetary and fiscal policies. Unlike most of the others, this has 
been recognized by Hong Kong and Singapore. Both have used migration, that 
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is manpower policy, as a principal macroeconomic regulator instead. In times of 
recession they have tended to close off immigration, in Singapore’s case in addi- 
tion returning "guest" workers to their home countries. Hong Kong was able 
to replace this policy with private sector-led investment in employment in the 
People's Republic of China from the early 1980s. 

In Hong Kong, when inflation fed into the economy from international price 
rises, particularly after the second petroleum price increase in the late 1970s, 
fiscal tightening helped to bring down inflation. Fiscal reserves were used to 
a limited extent to boost activity in recessions. But fiscal policy has been 
dominated by infrastructural requirements on the expenditure side and limited 
by commitment to low inflation, low taxes and low publie borrowing on the 
revenue side, with concomitant pressure on cost recovery. 

Although Singapore has a somewhat more complex approach to fiscal policy, 
with clear countercyclical aims which at times seemed to be dedicated to moving 

-infrastructural facilities (including housing) from one side of the island to the 
other and then back again, the principal fiscal policy objectives have been similar 
to Hong Kong's: on the expenditure side cost efficiency had to be combined with 
cost recovery and on the revenue side low inflation, low taxation and limited 
public borrowing were targets. These measures contributed markedly to growth 
in both countries, and growth, in turn, made it possible to improve infrastruc- 
ture steadily. 

Singapore has used its Central Provident Fund as a principal instrument 
of fiscal policy. Starting initially as a modest social security fund with compulsory 
10 per cent of wage and salary contributions (5 per cent by employers and 5 per 
cent by employees) in 1955, by 1984 the contributions had risen to 50 per cent 
of salaries to promote savings and moderate inflationary pressures in the 
economy by reducing the disposable income in the hands of the workers. 
Withdrawals were strictly limited to old age and, from 1981, to housing purchases. 

The very considerable sums accumulated by the Fund were used to supple- 
ment revenues to cover budget deficits. Amounts in surplus of such needs have 
been invested abroad against "rainy days". But the rainy days of the mid-1980s 
(when per capita income fell for the first time since World War II) were partly 
a response to government intervention in the economy. Excessive provision of 
housing, excessive promotion of the hotel industry (in the face of neighboring 
countries' taxes on travel to reduce their tourist outflows to Singapore) and a 
poliey of wage repression in the early 1970s followed by high wage increases 
in the late 1970s also contributed, but there seems little doubt that excessive 
savings through the Fund have played a key role in the economy's 1980s 
problems.? The international recession of 1982/83 pointed to the importance of 





4. WM. Corden, “Macroeconomic Targets and Instruments for a Small Open Economy”, The Singapore Economic 
Review, vol. 29, no. 2 (1984), pp. 27-37. 

5. Central Provident Fund Study Group, "Report of the Central Provident Fund Study Group", The Singapore 
Economic Review, vol. 31, no. 1 (1986), pp. 1-107. 
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domestic demand and the dangers of excessive repression of consumption by 
directing savings into the public housing sector. 

Monetary and financial policies are highly constrained in small open 
economies: If errors are made, if inflation emerges as a result of inappropriate 
fiscal policies and publie borrowing crowds out the private sector, there is little 
that financial or monetary policies can do to fix the situation. On the contrary, 
financial prices — interest and exchange rates — start to fluctuate violently, . 
creating difficulties for the export sector. Small open economies therefore either 
manage their fiscal policies carefully, or alternatively, there is chaos in macro- 
economic terms and declining per capita income. 

Small economies that seek to establish a financial intermediation sector and 
associated activities must leave the setting of interest and exchange rates to 
market forces. In an open economy with little government intervention, interest 
and exchange rate prices tend to be relatively stable, reflecting the economy’s 
competitiveness. Inflation in Hong Kong and Singapore has tended to be below 
global levels, and episodes of exchange rate fluctuations have tended to be 
isolated. Competitiveness created the background for a “virtuous” circle of 
growth. 

Taipei, China’s economy is also relatively small. Since the late 1950s the 
economy has, moreover, moved fairly steadily toward the sort of liberalization 
or structural adjustment that has been advocated in international circles since 
the late 1970s. The basic steps of striking an equilibrium exchange rate, some 
lib2ralization of the financial system and establishment of a rigorous fiscal regime 
wizh small budget and balance-of-payments deficits financeable through prudent 
external borrowing and direct foreign investment inflows were taken in the 
late 1950s and 1960s. The extensive publie ownership of productive enterprises 
was swamped by the growth of, largely local, manufacturing and other ser- 
vices. Factor and goods markets were liberalized slowly, but steadily, so that 
by the end of the 1980s Taipei, China approached the policy framework and, 
hence, the productive structure of an industrial country. Liberalization and struc- 
tural adjustment took almost 40 years, but in contrast to the stop-go experience 
of the "southern cone" Latin American countries, a moderately open economy 
was achieved with high and steady growth that drove standards of living from 
the low Asian levels of the 1950s to more than double those of Latin American 
countries. 

The improvement in Taipei, China's policy framework was quickly reflected 
in a rising export to GDP ratio and rapidly inereasing savings and investment 
to GDP ratios (see Table 5). 

Savings in particular have remained high, reflecting political insecurity. It 
seems unlikely that any policy measures will be able to affect the high propensity 
to save and invest capital abroad in the present and likely political cireumstances. 
Current account balances are thus likely to remain high and to be offset by high 
ca»ital outflows. 

Although the Republic of Korea's income growth rate has also been high, 
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Table 5: Selected Economic Indicators: Asian Newly Industrializing 
Economies, 1950-1960 to 1970-1981 








As a Percentage of Gross Domestic Product 














Exports Investment 
1950-1960 1970-1981 1950-1960 1970-1987 
Hong Kong 109 101 9 27 
Korea, Rep. of 3 34 11 f 28 
Singapore 163 167 11 37 
Taipei, China I 10 46 18 28 











a Until 1981 only. 


Sources: World Bank, World Tables (Baltimore: Johns Hopkins University Press, 1980, 1983); and World Tables, 
1988-89 Edition (Baltimore: Johns Hopkins University Press, 1989). 


not surprisingly, it has been the lowest of the four NIEs. This relatively poor 
performance reflects the slowness of liberalization, the large role played by 
dirigiste policies emphasizing basic industries and the role of public ownership 
of the productive sector. In terms of per capita indicators, the Korean economy 
has had to run much harder than the other NIEs to catch up to industrial per 
capita productivity and living standards. The critical reform of the early 1960s 
was the devaluation of a highly overvalued exchange rate and its maintenance 
of equilibrium levels by fiscal and monetary management that on the whole kept . 
inflation to reasonably low levels. Fiscal policies limited budget (and balance-of- 
payments) deficits to levels that could be covered by external borrowing that, 
while large, remained manageable because of the country's rapid export growth 
that reached 27 per cent per annum at its peak between 1965 and 1980.6 
The financial sector has, in contrast to fairly prudent fiscal policies, remained 
highly repressed. High credit subsidies have been used to support a relatively 
small number of large conglomerates that dominate manufacturing and allied 
services. This has seriously weakened the Korean economic structure, making 
it impossible to benefit fully from the economy's export potential and to reflect 
its competitiveness in domestic markets. These, instead, have been used to 
subsidize exports and public sector production. In public and private heavy 





6. World Bank, World Development Report 1988 (New York: Oxford University Press, 1988). 
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industries, incremental capital ratios have been high, reflecting excessive capital 
intensity. Investment has hence often had a long gestation period. 

The privileged subsidized large firms succeeded in keeping out the 
competition of private direct foreign investment with some consequent costs in 
terms of the transfer of technology. 

Despite two trade liberalization episodes — during 1965-1967 and 1978-1979 
— a high level of government intervention continues in factor and goods markets. 
Exports are more narrowly based in manufacturing than in the other NIEs. 
Korean economic policies remain highly convoluted, with relatively high levels 
of protection for manufacturing counteracted by a complex system of offsets to 
protection such as tariff drawbacks and wastage allowances to assist exports. 
The high level of complex regulations this entails makes for deadweight rent 
seeking and inefficient and hence high-cost production. Growing agricultural 
protection is a cost to the economy.’ It inevitably leads to political difficulties 
and friction internally and externally. 

The propensity to save is high in the Republic of Korea in spite of, rather 
thzn because of, the policy framework. As in Japan, the extremely high cost and 
relatively low level of housing standards, in contrast to, say, Hong Kong, force 
high saving rates. Political insecurity is also a factor. Current account surpluses 
are thus likely to continue until policy liberalization accelerates. 


Climbing the Export Escalator 


In analyzing the composition of exports, the focus is usually on manufac- 
tures because data on services are not well developed, reflecting the countries' 
lack of interest in, and support for, this sector. Exports of labor-intensive products 
have played a key role in the exports of all the NIEs and continue to do so despite 
the export diversification of Hong Kong and Singapore and to a lesser extent, 
the Republie of Korea and Taipei, China. Table 6 indicates, however, that the 
composition of exports is markedly different for all four economies. 

Although the NIEs contribute almost 75 per cent of developing country 
exports of clothing, textile and electronics exports, for Singapore these products 
have always represented a small proportion of total manufactured exports, and 
for the other NIEs these products are also of relatively small and declining 
weight. The principal reason for the success of the NIEs in exports has not only 
been the expansion of existing exports but also export diversification. 

Diversification has been accelerated by the increasing restrictiveness of 
successive Multi-Fiber Arrangements and other protective measures of the 
industrial countries designed particularly to restrict exports from the NIEs. The 
diversification impetus has, however, mainly come from supply "pushes". As 





17. Kym Anderson and Yujiro Hayami, The Political Economy of Agricultural Protection (Sydney: Allen and 
Unwin, 1986). 
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Table 6: Composition of Principal Exports of Manufactures of the 
Asian Newly Industrializing Economies, 1970 to 1986 
(Percentage of all manufactured exports) 








Hong Kong 
Cotton fabrics, woven 
Telecommunications equipment 
Electrical machinery 
Clothing (not fur) 
Toys, sporting goods 
Other manufactures 


Total Manufactures 


Korea, Republic of 
Veneers, plywood 
Woven textiles, non-cotton 
Electrical machinery 
Clothing (not fur) 
Other manufactures 


Total Manufactures 


Singapore 


Machines for specialized industries 


Machines, non-electric 
Road motor vehicles 
Electrical machinery 
Clothing (not fur) 
Special transactions 
Other manufactures 


Total Manufactures 


Taipei, China 
Veneers, plywood 
Wood manufactures 
Textile yarn and thread 
Cotton fabrics, woven 
Woven textiles, non-cotton 
Office machines 
Telecommunications equipment 
Clothing (not fur) 
Footwear 
Articles of plastic 
Toys, sporting goods 

. Other manufactures 


Total Manufactures 





Source: International Economic Data Bank, Australian National University. 


1970 


1980 


1986 


3.5 
6.8 
2.1 
32.2 
16 
ES 


100.0 


0.2 
5.8 
5.6 
15.2 
13.1 


100.0 


1.0 
3.4 
0.6 
9.0 
3.0 
6.0 
116 


100.0 


0.8 
1.3 
2.0 
0.8 
3.4 
5.6 
7.3 
10.7 
7.5 
3.3 
6.3 
49.0 


100.0 
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weges increased, the NIEs became less competitive with the near-NIEs and other 
competitors among developing and centrally planned economies. Diversification 
has thus been an important component of the success of the NIEs in exports, 
underlying all the export expansion of the NIEs. Diversification takes several 
directions. 

In an export-oriented culture entrepreneurs are constantly testing the 
market for new products that open up new niches and bases in importing coun- 
tries. In many cases, this means taking markets away from established industrial 
country exports by reducing production costs, that is, by deliberately worsening 
barter terms of trade to win greater volumes of exports. This type of expansion 
and diversification utilizes existing production and marketing skills and expands 
the range of products exported. f 

A second type of diversification is a move upmarket within given fields in 
which firms are already established. This type of movement utilizes the buildup 
of skills that has occurred in earlier phases of export expansion. This type of 
movement requires an increase of skills at all levels: management, design, 
technology and manual skills. Marketing is likely to become more difficult, 
sometimes with major servicing requirements, as firms move from non-durable 
to durable consumer goods such as domestic durables, motor vehicles and into 
industrial equipment. The value added by domestic factors of production is 
inereased in relation to output, increasing the share of wages, salaries and the 
returns to other factors of production. The ratio of export output to GDP may 
not change, but the gains to the economy will increase. Such a shift may also 
nat be reflected statistically in export shares as reported in Table 6. 

Similar and often more fundamental improvements in skill are required when 
firms move to new product areas that require more sophisticated managerial 
and work force skills. A lateral upmarket movement is generally more difficult 
than a movement within a given product range. Such a movement will not 
necessarily be within manufacturing but is likely to be into the services sector. 

Simple percentages of the shares of exports of manufactures have very 
limited analytical use. The Standard International Trade Classification (SITC) at 
the three-digit level (SITC 5 to 8, less 68) does not represent economic categories, 
and does not even coincide with the International Standard Industrial Classifica- 
tion (ISIC) categories. The “other manufactures” category hides a large variety 
of products. Table 6, however, does suggest that Taipei, China has been diver- 
sifying rapidly with highly labor-intensive products (such as clothing) losing their 
share of export output, despite movement upmarket within the product. 

As exports become more skill-intensive, trade tends to shift from inter- 
industry to intraindustry patterns. Some of these shifts may be misleading, for 
they merely indicate the further development of trade along “division of labor” 
lines (Heckscher-Ohlin-Samuelson model). Many modern industrial processes can 
be divided into stages of labor (and sometimes skill) intensity, so that trade 
according to factor-based comparative advantage may be occurring in what 
statistically appears to be an intraindustry framework. But as an economy 
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matures and catches up with industrial countries, genuine intraindustry trade 
will occur to take advantage of economies of scale in design, production and 
marketing and to exploit product differentiation possibilities that may give 
producers oligopolistic profits.’ : 

While the Multi-Fiber Arrangement and similar restrictive measures may 
stimulate the NIEs to diversification, restrictive measures also hold up diver- 
sification by providing efficient, intramarginal producers with large rents on 
quota-restricted products. The NIEs have certainly benefited from such rents 
which retard the movement up the skill escalator. l 

As the NIEs catch up with the industrial countries, their trade patterns 
will be indistinguishable from those of industrial countries of their size and 
resource endowment. 


Accelerating Technological Change and the Role of 
Private Direct Foreign Investment 


A lesson of development that is emerging with increasing strength is that 
governments cannot influence directly many of the most important aspects of 
development. Recent research findings stress that economywide macroeconomic 
and microeconomic measures — notably fiscal, monetary, trade and manpower 
policies — have a much greater impact on sectoral efficiency, whether in agricul- 
ture or manufacturing, than any or total microeconomic sectoral measure.? 
Experience suggests that this is particularly true for critical but hard-to-measure 
effects such as technological change and the economic impact of private direct 
foreign investment on the economy. 

Technology has a broad context in the contemporary world. “Hard” 
technology includes the mainline production of goods and sources where a great 
deal of technology is engineering-related. But the “soft” aspects of technology 
are equally important. They include product design and the iterative relation 
between design and production engineering, management and marketing which 
are often even more important than the technical components of production. The 
transfer and adaptation of technology is hence a complex and subtle process. 

Technological change can be a major source of growth, but it only leads to 
increasing economic efficiency and growth if it takes place in the context of 
appropriate resource allocation and utilization. Many policies thus contribute 
to effective technological change. The most important is the quality of educa- 
tion. An educational system must draw on the mass of the population to ensure 
that as large a part as possible is drawn on of the national pool of intelligence. 





8. Don Gunnasekera, “Trade Policy Distortions and Intra-industry Trade in East Asian Newly Industrialising 
Countries, with Special Attention to Korea” (Ph.D. dissertation, Australian National University, Canberra, 1987). 
9. A.O. Krueger, "Some Preliminary Findings from the World Bank's Project on the Political Economy of 
Agricultural Pricing", vol. 1, invited paper to the 20th International Conference of Agricultural Economists, Buenos 
Aires, 24-31 August 1988. 
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The freedom of movement for trained people within, and in and out of, an 
economy is also important. I 

Technology transfer and adaptation and investment in technology are the 
business of firms. Both are highly risky and thus require a vigorous entrepre- 
neurial culture to thrive. The exploitation of technological opportunities requires 


. imagination, risk taking and speedy decisions. Because some technologieal judg- 


ments will be wrong, some firms will go bankrupt. For all these reasons the publie 
sector, which cannot take risks and where bankruptcy is almost impossible to 
im»lement, cannot play a useful role in this area. For every case of public sector 
success, there are hundreds of examples of failure, even in East Asia. 

Most advanced technology is international in character but belongs to 
individual firms. Countries which cut themselves off from the international 
technological stream soon become technologically backward as the centrally 
planned economies of Eastern Europe have demonstrated. With the exception 
of the Republic of Korea, the NIEs.have recognized the importance of private 
direct foreign investment through transnational corporations as a key element 
in technology transfer. Singapore used private direct foreign investment 
intensively, initially because it lacked the soft technology for its exports of 
manufactures and it has played a significant role in Hong Kong and Taipei, China. 
The outward orientation of all three economies has meant that the benefits of 
private direct foreign investment have exceeded the costs by a considerable 
margin so that the conditions on which private direct foreign investment were 
acceptable were not major issues. Thus the share of ownership, the proportion 
of output exported and the number of expatriates employed that are conten- 
tious issues in other countries, are not of great importance now, after an 
evolutionary process of two decades. For example, when Singapore wished to 
accelerate its entry into international financial intermediation, employment was 
opened to highly skilled foreign specialists such as foreign exchange dealers. 

At the other extreme, the Republic of Korea has taken, and still takes, a 
very different view of technological change and private direct foreign invest- 
ment. Korean entrepreneurs adapted existing technology by acquiring products 
and capital goods to copy. They wished to emulate Japan's path to technological 
sophistication. In some cases, they have been forced into partnership with foreign 
firms, partieularly for exports. Such arrangements have been, and still are, 
extremely difficult. Private direct foreign investment in highly protected and 
regulated economies is very costly in social terms. Transnational corporations 
with their superior management become extremely successful rent seekers, 
siphoning off high profits abroad. 

For industrial countries, private direct foreign investment flows in two ways: 
even for small countries such as Sweden and Switzerland very considerable 
capital inflows are balanced by capital outflows. The Asian NIEs, as part of their 
catching up to industrial countries, are active in creating transnational corpora- 
tions of their own which are investing throughout East Asia and even further 
afield. As in the expansion of older transnational corporations, the principal 
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reason for this expansion lies in the monopoly advantage conferred by advanced 
but appropriate technology which leads to the earning of quasi-rents. Other 
factors have also been present. The network of “overseas Chinese” business 
families throughout East Asia facilitated transnational business activities. Quota 
limitations on industrial countries’ imports of clothing and textiles have en- 
couraged private direct foreign capital flows not only within Asia but also to 
Panama and Mediterranean countries. Technology transfer, however, remains 
the main reason for expanding private direct foreign investment outflows. This 
trend is likely to accelerate during the next decade. 

Technology transfer and private direct investment are likely to remain a 
major problem for the Republic of Korea because of its highly regulated economy. 
Unless liberalization becomes a reality in the near future, the Republic of Korea 
is likely to have difficulties in this area. Ze 


The NIEs in the International Economy 


The NIEs have been able to grow rapidly because of their high exports. 
This has largely been the product of the openness of the international economy. 
The elimination of quantitative restrictions and the reduction of tariffs to negligi- 
ble levels by industrial countries, the freeing of capital markets and the increase 
in migration flows have all been essential to the progress of the NIEs. Some 
economies, notably Singapore, have also been able to take advantage of the 
considerable import needs of developing countries; about half of Singapore's 
exports go to other developing countries. For the NIEs as a whole, and particular- 
ly for the Republic of Korea and Taipei, China, the principal export markets are 
in industrial countries. The market penetration of the NIEs in industrial markets 
is much higher than that of other developing countries. The United States is 
the leading market, with the European Community (EC) and Japan lagging 
markedly (see Table 7). The low share of the NIEs in EC markets can partly 
be explained by distance, but it is mainly the result of the lack of export push 
by the NIEs. Although the NIEs' share of Japan's market is the highest among 
developing countries, reflecting shorter distance and smaller language barriers, 
it is half that of the penetration of the United States market. Japan has increased 
its imports somewhat during the past two years, but it still lags considerably 
behind the United States and other industrial countries in openness. In recent 
months imports have again slowed. 

The industrial countries have remained relatively open to foreign imports, 
and particularly to imports from developing countries, despite the appearance 
of "new protectionism" in the late 1970s and 1980s. Import limitations have been 
most severe against the NIEs, but they have had little overall effect.!? The 
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Table 7: Share of Imports in the Apparent Consumption of Manufactured 
Goods in Industrial Market Economies by Major 
Developing Economy Groupings, 1986 





(Percentages) 
Latin America RE 
and Southern 
NIEs Near-NIEs Caribbean Europe 
Í Industrial market 
' economies 1.3 5 0.2 0.7 0.3 
United States 1.8 0.3 10 . 0.2 
European Community 0.9 0.3 0.6 1.0 
Japan 0.7 0.2 0.2 0.0 








Source: International Economic Data Bank, Australian National University. 


prosperous 1980s provided such strong market opportunities after the reces- 
sion of 1982/83 in the United States, with its overvalued exchange rate, that the 
NIEs were slow to focus on marketing in other industrial countries. 

During the past 40 years, the most rapid growth of trade, following relative 
comparative advantage, has been between capital-rich and labor-rich countries. 
The Asian NIEs have benefited from this exploitation of comparative advantage. 
The continuation of this trend would mean that the NIEs would absorb some 
labor-intensive goods from their neighboring countries as they move upmarket. 
However, their small total population makes the contribution they can make to 
the absorption of labor-intensive goods from the People's Republic of China, 
Indonesia, Philippines, Viet Nam, India and the other South Asian countries 
limited even if they abandon all protection of these goods. The only successful 
regional trade arrangements so far have been in competitive trade among 
industrial economies, not in complementary trade. The concept of international 
division of labor makes little economic sense. After 40 years of experience, 
regional trade arrangements are clearly costly to the regional partners and in 
terms of global trade. The EC's Common Agricultural Policy is a clear example. 
If the Asian NIEs want to continue to grow, they need an open environment. 

As the NIEs catch up, however, they cannot expect to continue to hold on 
to developing country status, either in bilateral or multilateral negotiations. 

It is now widely recognized that the General Agreement on Tariffs and 
Trade (GATT) did great harm to developing countries by excusing them from 
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the. normal responsibilities of GATT membership. The degree of protection 


permitted to developing countries deprived their governments of a valuable, ` 


negotiating weapon against domestic rent seekers, postponing liberalization and 
structural adjustment until the buildup of vested interest (employer and labor) 
in manufacturing made it very difficult to do so. The Republic of Korea i is a ease 
in point. 

The Generalized System of Preferences (GSP) of the United States has 
similarly been of little value to developing countries, leading to trade diversion 
rather than to trade creation. Most developing countries would ‘have achieved 
better results by unilateral exchange devaluations following the NIEs’ example. 
For the NIEs, the GSP probably has a negative impact because of the high 
administrative costs for the government and private firms. 

Graduation within the GATT and the International Monetary Fund cane 
work has now become a major issue for the NIEs. The logical step, particularly 
for relatively high-income Hong Kong and Singapore, is to follow Spain and give 
_up “developing” status on their own initiative. For Singapore as a sovereign 
power, this might be followed by entry into the Organisation for Economic: Co- 
operation and Development (OECD) with concomitant adherence to OECD rules 
of conduct. Such a stance would cap the remarkable progress of the NIEs. 

Similar issues are arising in bilateral negotiations and proposals for regional 
trading arrangements which currently threaten the international framework. 
These have largely arisen out of the overvaluation of the United States dollar, . 
but they have also been fostered by developing countries’ subsidies to exports. 
The consequent attention to bilateral trade balances is, of course, nonsensical, 
but it is unlikely to be overcome until the NIEs become fully responsible members 
of the international economic system. 

The hegemony of the United States made it possible for other countries 
to take little interest in the liberalization of the international economy in the 
1950s and 1960s. Countries were even able to ignore the rules and yet participate 
in the system. This is no longer the case. Unless smaller and newly industrializing 
economies take up their responsibilities within the international system it will 
be eroded. In such a situation, the NIEs would be the major losers. 





The Asian Development Bank is an international development finance institu- ` 
‘tion owned by member governments. It was established in 1966 for the purpose 


` of lending funds and providing technical assistance to developing member coun- 
tries in the Asian and Pacific region, and for promoting investment and foster- 
_ing economic growth i in the region. 


The Bank has 47 members — 32 from the region and 15 from Ge ilie region. 
The membership includes 29 developing countries and three developed countries 
from the region and 15 developed countries from Western Europe and North 
America. 
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